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INDUSTRIAL DEVELOPMENT BOND FINANCING:
SECTION 103(b) EXAMINED
CHARLis E. ROBERTS*

Almost twelve years have now elapsed since the Internal Revenue Service
announced it was re-examining its position that industrial development bonds
qualify as tax exempt obligations for federal income tax purposes.' Despite
legislation immediately thereafter by Congress divesting industrial development
bonds of the general tax exemption accorded interest on state and local obligations, industrial development bond financing has continued to grow at a remarkable rate. 2 As interest rates persist in climbing higher, and the difference
between taxable and nontaxable rates increases, industrial development bonds
promise to become even more attractive as a means of financing capital expansion for private enterprises. This article examines existing interpretations
of the federal income tax provisions pertaining to industrial development Pjmds
and explores some developing trends.
GeneralBackground
The Internal Revenue Code provides an exclusion from gross income for
the interest received on obligations of state and local government units.3 Such
obligations can take various forms but are typically issued in the form of
bonded indebtedness.4 Municipal bonds are issued for the purpose of raising
funds to finance the costs of public improvements such as roads, bridges, water
*BA.,1971, University of Kentucky; J.D., 1974, University of Louisville; LL.M., 1975, University of Florida.
1. T.I.R. 972, [1968] 7 STAND. FED. TAX R P. (CCH) 116648.
2. See, e.g., Trend in Use of Tax Exempts is Criticized by Lubick, Tm WEEKLY BoND
Buvmt, Nov. 5, 1979, at 1, col. 2.
3. I.R.C. §103(a)(1). The statute specifically applies to interest on the obligations of "a
State, a Territory, or a possession of the United States, or any political subdivision of any of
the foregoing, or of the District of Columbia." The Treasury refers to these governmental
entities as "State or local governmental units." Reg. §1.103-1(a). The Treasury has also
broadened the scope of the statute by extending the exclusion of section 103(a)(1) to obligations issued "on behalf of" state or local governmental units. Reg. §1.108-1(b). See also Rev.
Rul. 63-20, 1963-1 C.B. 24; Rev. Rul. 60-248, 1960-2 C.B. 35; Rev. Rul. 59-41, 1959-1 C.B. 13;
Rev. Rul. 57-187, 1957-1 C.B. 65; Rev. Rul. 54-296, 1954-2 C.B. 59; Pxop. Reg. §1.103-1.
4. The application of §103(a)(1) is not limited strictly to the bonded indebtedness
of state or local governmental units. Newlin Machinery Corp. v. Commissioner, 28 T.C. 837
(1957). On the other hand, not every interest payment received by the taxpayer from a state
or local governmental unit is excludable from gross income. Drew v. United States, 551 F.2d
85, 1977-1 U.S.T.C. 19374 (5th Cir. 1977); Rev. Rul. 74-113, 1974-1 C.B. 31; Rev. Rul. 72-77,
1972-1 C.B. 28.
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and sewer systems, and public buildings, or to effectuate borrowings for other
governmental projects.5 Prior to 1968, state or local governmental units issued
quasi-municipal bonds, referred to as industrial development bonds, for the
purpose of financing capital improvements for private enterprises.6 In that
year, the Treasury issued proposed regulations reversing its prior position that
the interest on industrial development bonds was excludable from gross income
under section 103(a)(1).7 The proposed regulations were promulgated on the
theory that industrial development bonds are not obligations of the issuing
governmental unit, but that such unit is merely a conduit for the private enterprise benefited by the bond issue. Congress followed Treasury's lead shortly
thereafter with legislation eliminating the federal income tax exclusion for
interest on industrial development bonds.8 Exemptions from taxable status
were reserved, however, for two categories of industrial development bonds.
Those issued either as part of an issue of one million dollars or less or as part
of an issue to provide certain specified types of facilities were to continue to
be eligible for classification as tax exempt obligations.9 The scope of these two
exemptions has been further defined by subsequent legislation. 0 Because the
5. See generally INVESTMENT BANKERS ASSOCIATION OF AMERICA, FUNDAMENTALS OF MUNICIPAL BONDS (7th ed. 1968); M. ROLLINSON, SMALL ISSUE INDUSTRIAL DEVELOPMENT BONDS (1976).

6. A landmark decision upholding the use of municipal bonds for private purposes, as a
matter of state law, was Albritton v. City of Winona, 181 Miss. 75, 178 So. 799 (1938), appeal
dismissed per curiam, 303 U.S. 627 (1938).
In a typical financing, the local governmental unit issues revenue bonds pursuant to a
state statute which authorizes the issuance of such bonds to finance designated types of facilities. Proceeds from the sale of the bonds are used to pay the costs of land acquisition and
construction. The local governmental unit leases the completed facility to a private tenant
under a net lease arrangement which requires rentals in an amount sufficient to pay the
bonds as they become due. The lease also requires the tenant to pay all utilities, taxes, insurance premiums and other costs associated with the facility. At the end of the lease term,
when the bonds have been fully paid, the tenant has the option to purchase the facility for a
nominal amount. For tax and accounting purposes, the tenant treats the lease arrangement as
a purchase. The local governmental unit will normally have no responsibility for payment of
the bonds, except from rentals or other proceeds received pursuant to the lease.
There are, of course, many variations on this basic format. For an illustrative statute, see
FLA. STAT. §159.44 et. seq. (1979). For statutes in other states see generally M. ROLUNSON, supra
note 5.
7. Prop. Reg. §1.103-7, 33 Fed. Reg. 4950 (1968), withdrawn, 34 Fed. Reg. 508 (1969).
8. I.R.C. §103(c), Pub. L. No. 90-364, §107. Excellent discussions of the legislative history
of this statute can be found in Fox & Wilson, Industrial Development Bonds 3rd TAX MANAGEMENT PORTFOLIO

(B.N.A.) 216 and Ritter, Federal Income Tax Treatment of Municipal

Obligations: Industrial Development Bonds, 25 TAx LAW. 511 (1972).
9. Although tax exempt obligation is something of a misnomer since §103(a)(1) provides an exclusion from gross income and not an exemption, it has become customary to
refer to such obligations as tax exempt, and such reference will be used herein from time to
time.
10. The one million dollar exemption was raised to five million dollars but only in
certain circumstances. Renegotiation Amendments Act of 1968, Pub. L. No. 90-634, §401. A
water facilities exemption was added and the unforeseen capital expenditures limit raised
from two hundred fifty thousand dollars to one million dollars. Revenue Act of 1971, Pub. L.
No. 92-178, §315. Certain irrigation dams were added as exempt facilities. Revenue Adjustment
Act of 1975, Pub. L. No. 94-164, §7(a). Section 103(c) was redesignated as §103(b). Tax
Reform Act of 1976, Pub. L. No. 94-455, §1901. The five million dollar exemption was in-
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tax exemption is normally crucial, qualification for one of these exemptions
becomes the focal point when an industrial development bond financing scheme
is being structured."1 Any inquiry regarding the availability of one of the ex-

emptions becomes necessary, however, only after obligations are determined to
be industrial development bonds.
IndustrialDevelopment Bonds
The Internal Revenue Code defines an industrial development bond as any
obligation:
(A) which is issued as part of an issue all or a major portion of the
proceeds of which are to be used directly or indirectly in any trade or
business carried on by any person who is not an exempt person ... and
(B) the payment of the principal or interest on which (under the
terms of such obligation or any underlying arrangement) is, in whole
or in major part (i) secured by any interest in property used or to be used in a
trade or business or in payments in respect of such property, or
(ii) to be derived from payments in respect of property,
or bor12
rowed money, used or to be used in a trade or business.
The Treasury, by regulations, characterizes the requirement of section 103(b)
(2)(A) as the trade or business test,'3 and the requirements of section 103(b)
(2)(B) as the security interest test.' 4
Trade or Business Test
The trade or business test focuses on the use of proceeds of the bond issue.
If all or a major portion of the proceeds of a bond issue are to be used in a
trade or business of a nonexempt person, the test is satisfied. In order to apply
this test, it is essential to understand the meanings of the terms major portion
and nonexempt person.
Looking first at the latter inquiry, a nonexempt person is any person who
creased to ten million dollars, the capital expenditures limit was increased for facilities with
respect to which an urban development action grant has been made, the local furnishing of
electricity was defined, the water facilities exemption was slightly changed and provision for
advance refunding of certain qualified public facilities was added. Revenue Act of 1978, Pub.
L. No. 95-600, §§331-334.
11. The tax exemption can also be lost if the obligations are found to be arbitrage bonds.
I.R.C. §103(c). Arbitrage occurs when the proceeds of government obligations are invested at a
rate materially higher than the rate of interest paid on the government obligations giving rise
to such proceeds. The arbitrage rules are designed to prevent local issuers from realizing
arbitrage profits by virtue of the difference or "spread" between the interest costs of their taxfree obligations and the interest received on taxable investments purchased with the proceeds
of their tax-free borrowings. A comprehensive discussion of the arbitrage rules is beyond the
scope of this article. See generally Ritter & Miller, Federal Arbitrage Law 2ND TAX MANAGEMENT PORTFOLIO (B.N.A.) 271.

12. I.R.C. §103(b)(2).
13.

Reg. §1.103-7(b)(3).

14. Reg. §1.103-7(b)(4).
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is not an exempt person as defined in section 103(b)(3). 15 Generally speaking, an
exempt person is either a governmental unitl6 or a tax exempt organization described in section 501(c)(3).-7 Consequently, if bonds are issued for the purpose
of raising funds to be used in the trade or business of a governmental unit or a
section 501(c)(3) organization, the obligations will not be industrial development bonds. It should be observed, however, that the indirect as well as the
direct use of the proceeds is to be taken into account. If the proceeds are to be
used to construct facilities to be leased or sold to an exempt person who plans
to in turn lease or sell such facilities to a nonexempt person for use in the
latter's trade or business, the proceeds will be considered as being used in a
trade or business carried on by a nonexempt person, and the trade or business
test will be satisfied.18
The question of indirect use of bond issue proceeds was recently at issue in
Kirkpatrick v. United States.'9 In that case, a taxpayer brought a refund suit in
federal district court for taxes paid pursuant to a deficiency assessed by the
Internal Revenue Service. The deficiency was based upon the taxpayer's exclusion from her federal income tax returns for 1973 and 1974 of interest received on certain bonds. The bonds in question had been issued by a state
agency for the purpose of financing the costs of construction of a medical office
building to be leased by the agency to a tax exempt organization. That organization in turn subleased space in the building to a variety of tenants, including
doctors, a medical laboratory, a sandwich shop, a pharmacy, an optician, and
a dress shop, none of which were tax exempt organizations. By the end of 1977,
these subleases accounted for twenty-nine percent of the total leasable floor
space in the building and covered all of the space that was then ready for
occupancy. The Tenth Circuit, in affirming the district court, held that the
bonds were industrial development bonds because more than twenty-five percent of the proceeds of the bonds were used in the trades or businesses of non15. I.R.C. §103(b)(3) defines an exempt person as "(A) a governmental unit, or (B) an
organization described in section 501(c)(3) and exempt from tax under section 501(a) (but only
with respect to a trade or business carried on by such organization which is not an unrelated
trade or business, determined by applying section 513(a) to such organization)."
16. The term governmental unit means a state or local governmental unit as defined in
§1.103-1 of the regulations. The term also includes the United States or an agency or instrumentality threof, but only in the case of obligations issued prior to August 3, 1972, or
in the case of certain obligations issued after August 3, 1972, with respect to which a bond
resolution or some other official action was taken prior to August 3, 1972, or with respect to
which a program approved by Congress was in effect prior to such date. Reg. §1.103-7(b)(2).
See also Rev. Rul. 73-516, 1973-2 C.B. 23, and Letter Ruling 7819069 (Feb. 13, 1978). See
generally Note, Municipal Bonds for the Benefit of the Federal Government: A Critique of
Treasury Regulation Section 1.103-7(b)(2), 7 GA. L. REv. 534 (1973). For a discussion of what
constitutes official action, see text accompanying notes 102-131 infra.
17. A §501(c)(3) organization is an exempt person only with respect to a trade or
business conducted by it which is not an unrelated trade or business, as defined by §513(a)
and the regulations thereunder. Such determination is made without regard to whether the
organization is subject to the tax imposed by §511. Reg. §1.103-7(b)(2).
18. Reg. §1.103-7(b)(3)(ii). See also Kirkpatrick v. United States, 605 F.2d 1160, 79-2
U.S.T.C. §9582 (10th Cir. 1979), cert. denied, 100 S. Ct. 1022 (1980); Rev. Rul. 79-282, 1979-39
I.R.B. 8; and Rev. Rul. 77-352, 1977-2 C.B. 34.
19. 605 F.2d 1160, 79-2 U.S.T.C. §9582 (10th Cir. 1979), cert. denied, 100 S. Ct. 1022 (1980).
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exempt persons. 20 The court rejected the taxpayer's argument that it should
look only to the trade or business of the tax exempt lessee, stating that the tax
exempt organization "was the conduit which permitted nonexempt persons to
21
benefit from the use of the proceeds."
The indirect use rule can be literally construed as applying to facilities such
as public highways, public transportation systems, public utilities, and other
facilities owned and operated by governmental units and made available to
members of the general public; to avoid this unintended result, a special exception is made for facilities designed for general use. If publicly-owned facilities intended for use by the general public, the construction of which is financed from the proceeds of a bond issue, are used by nonexempt persons in
their trades or businesses on the same basis as other members of the public,
then such use is not considered a use in the trade or business of a nonexempt
22
person.
20. The bonds were also held to be taxable since no exemption under §103(b) was
applicable.
21. 605 F.2d, at 1160. The taxpayer cited Rev. Rul. 69-463, 1969-2 C.B. 131, as authority
for the proposition that the leasing of office space and furnishing of office services to a group
of doctors by a tax exempt hospital is not an unrelated trade or business. Consequently, the
taxpayer argued, the medical office building was not being used in the unrelated trade or business of an exempt person. The court rejected the taxpayer's argument because it was irrelevant to the question of indirect use by nonexempt persons. See Reg. §1.103-7(c), Example
8 (fourth sentence).
22. Reg. §1.103-7(b)(3)(i). The application of this exception is illustrated in Revenue
Ruling 79-282 which deals with a municipally owned parking garage. Under the facts of the
ruling, a municipality planned to lease twenty-four and one-half percent of the parking spaces
in the garage to a nonexempt corporation for exclusive use by such corporation for a term of
five years. The remaining parking spaces were to be available to the general public, including
business users, as hourly, daily and monthly rentals on a first-come, first-served basis. The
ruling holds that the hourly, daily and monthly parkers' use of the parking garage will not be
considered use by nonexempt persons in their trades or businesses. On the other hand, the
nonexempt corporation's use of the parking garage will be considered use by a nonexempt
person in its trade or business. Because not more than twenty-five percent of the parking
spaces will be used by the corporation, a major portion of the bond proceeds will not be considered used in the trade or business of a nonexempt person.
Normally, if obligations are classified as industrial development bonds, compliance with an
exemption will still avoid taxable treatment. While such an exemption with respect to parking
facilities would appear to be granted by §103(b)(4)(D) under circumstances where more
than twenty-five percent of the parking spaces will be used by a nonexempt person the
Internal Revenue Service apparently takes the position that such circumstances also preclude
reliance on the exemption because the "public use" requirement set forth in §§1.103-8
(a)(2) and 1.103-8(e) of the regulations is not satisfied. See Letter Ruling 7925017 (Mar. 20,
1979); Letter Ruling 7810023 (Apr. 25, 1978). Section 1.103-8(e) of the regulations provides
that a parking lot will be available for use by the general public unless more than an insubstantial portion thereof will be used exclusively by or for the benefit of a nonexempt person
by reason of a formal or informal agreement or by reason of the remote geographic location of
the facility. The Internal Revenue Service has defined insubstantialportion, in another context,
to mean ten percent. See text accompanying notes 61-62 infra. If this definition of the insubstantial portion is accepted in the present context, it leads to an incongruous result. Projected
exclusive use by a nonexempt person of more than ten percent, but not more than twenty-five
percent, of the parking spaces constitutes sufficient use for the exemption to be unavailable
but not sufficient use for classification of the obligations as industrial development bonds. For
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The trade or business test will not be satisfied by use of the proceeds of a
bond issue in the trade or business of a nonexempt person unless a major portion of such proceeds are so used. A major portion of the proceeds of an issue
is defined by the regulations as more than twenty-five percent.2 3 Uses of bond
issue proceeds by two or more nonexempt persons will be aggregated in making
the determination whether more than twenty-five percent of the proceeds have
been used, directly or indirectly, in the trades or businesses of nonexempt
persons.2 4 Although the statute is silent with respect to the percentage required
to constitute a major portion, the regulations are probably not unreasonable in
requiring more than twenty-five percent instead of some larger figure. If the
statute referred to the major portion, arguably at least fifty-one percent would
be the appropriate percentage. By referring to a major portion, the statute implies there can exist more than one major portion in the proceeds of a bond
issue.25
The Treasury's regulations and rulings are not entirely consistent with respect to the method used to determine the percentage of bond issue proceeds
used in the trades or businesses of nonexempt persons. In some instances, the
Treasury apparently looks strictly at the percentage of space used by nonexempt
persons in the bond-financed facility and deems that to be the percentage of
bond issue proceeds used in the trades or businesses of nonexempt persons.26
However, this approach ignores the actual allocation of bond-financed costs
among the various components comprising the facility and is accurate only
when such costs are in fact allocable on a pro rata basis to the various components.2 7 In other instances, the Treasury appears to make the allocation according to the reasonable rental value of the space used by the nonexempt
person.2 8 This improperly assumes that rental values will precisely correlate to
circumstances under which industrial development bonds issued to finance parking facilities
qualify for such exemption, see Letter Ruling 7947075 (Aug. 22, 1979). For a discussion of the
public use requirement, see text accompanying notes 93-101 infra.
23. Reg. §1.103-7(b)(3)(iii).
24. Id.
25. In construing similar language under §341(b)(1)(A), the Fifth Circuit has held
that there may exist more than one substantial part to the whole. Commissioner v. Kelley, 293
F.2d 904, 61-2 U.S.T.C. f9603 (5th Cir. 1961). See also Rev. Rul. 72-48, 1972-1 C.B. 102. For
additional discussion regarding the major portion requirement, see Ritter, supra note 8, at
516-17.
26. Reg. §1.103-7(c), Example (6)(b); Rev. Rul. 79-282, 1979-39 I.R.B. 8.
27. For example, if one million dollars of bond issue proceeds are expended to construct
a ten-floor building, all floors contain equal space and construction of each floor costs one
hundred thousand dollars, a nonexempt person occupying three floors will be using thirty
percent of bond issue proceeds in its trade or business. If, however, due to rising construction
costs, the first five floors cost ninety thousand dollars each and the next five floors cost one
hundred ten thousand dollars each, the nonexempt person occupying three floors will actually
be using somewhat more or less, depending on floor location, than thirty percent of bond
issue proceeds in its trade or business.
28. Reg. §1.103-7(c), Example (7). This approach can create similar problems. Using the
same example found in note 27 supra, if the three floors occupied by the nonexempt person
have a reasonable rental value, due to their location, of thirty-five percent of the reasonable
rental value of the entire building, thirty-five percent of bond issue proceeds will be considered to be used in the trade or business of such nonexempt person.
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actual construction costs, and ignores other factors which may affect rental
values.2 9 These approaches can perhaps be justified on the grounds that the
allocation of costs among various components of a facility may be difficult to
demonstrate and an objective standard is needed, or that in the absence of such
a standard, questionable allocation methods might be employed. In a proper
case where actual cost allocations can be supported, however, such should be
entitled to recognition by the Treasury.
The Treasury provides very little guidance regarding how much use is required for bond-financed facilities to be considered used in the trade or business
of a nonexempt person. Clearly, there is no requirement that the period, of use
extend until the bonds are retired.3 0 At the other extreme, mere momentary
use should not be held a sufficient use. The regulations indicate that a twoyear lease constitutes use in the trade or business of a nonexempt person. 1
Regardless of the actual duration of use, it should be kept in mind that it is the
intended duration which is theoretically significant. Because industrial development bonds are defined by statute as obligations all or a major portion of the
proceeds of which are to be used in a nonexempt person's trade or business, the
intended use of proceeds at the time of issue, rather than the eventual use,
should govern whether the trade or business test is met.
This theoretical interpretation was confirmed by the Tenth Circuit in
Kirkpatrick. In that case the taxpayer argued that the nonexempt person's
occupancy of the bond-financed facility included only six percent of the
total leasable space during the years with respect to which income tax deficiencies had been assessed. The court refused to determine the taxability of
interest on the bonds on a fluctuating year-to-year approach, depending on
29. Similar problems arise if bond issue proceeds are used to pay for only part of the costs
of construction of a facility, or if such proceeds are used to finance more than one facility. If,
for example, State F decides to fund half the costs of a state office building from budget
surplus and the other half from bond issue proceeds, do the bonds become industrial development bonds if a private tenant uses more than twelve and one-half percent of the buiding, al
located in the bond-financed half? Presumably all construction costs will be considered paid
ratably from both sources of funds and bond issue proceeds will be viewed as ratably apportioned over the entire building rather than arbitrarily allocated to one-half or the other.
What if, instead, State F decides to finance the construction costs of a state hospital and a
medical office building from the proceeds of a single bond issue? Seventy-six percent of bond
issue proceeds will be expended on the hospital and twenty-four percent on the medical office
building, which will be entirely occupied by private business users. Even though one hundred
percent of the medical office building is to be occupied by nonexempt persons, a major portion of the proceeds of the bond issue should not be considered used in the trade or business
of such persons, assuming a single issue.
S0. Reg. §1.103-7(c), Example (6)(b), (8); Rev. Rul. 79-282, 1979-39 I.R.B. 8.
31. Reg. §1.103-7(c), Example (8). It is the author's understanding that a ruling to the
effect that bonds are not industrial development bonds cannot be obtained from the Internal
Revenue Service with respect to any bond issue the proceeds of which are to be used to finance
construction of a project for use of a §501(c)(3) organization if a nonexempt manager is to
operate the project under a management contract with a term of more than one year and for
a management fee measured by profits or revenues of the project. See Letter Ruling 7947065
(Aug. 22, 1979); Letter Ruling 7932071 (May 11, 1979). But see Letter Ruling 7842013 (Jul.
18, 1978) (bonds not industrial development bonds where nonexempt manager to receive
percentage of gross receipts under one-year contract with renewal options).
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occupancy by nonexempt persons in each year.3 2 The court instead interpreted
the statute to require that a determination be made at the time of issuance regarding the intended use of the facilities.3 3 Actual use was not, however,
ignored. Actual occupancy by nonexempt persons amounting to twenty-nine
percent of total leasable space at the time of trial, approximately five years after
4
issuance of the bonds, was viewed as evidence of the original intent3
Although intent at the time of issuance is the proper test, the court's reference to actual use several years following issuance as establishing the original
intent is troubling. Such an approach creates a risk that bonds believed to be
tax exempt when issued can subsequently become taxable based on events not
known at the time of issuance. 5 Such loss of tax exempt status occurs with retroactive effect to the date of issuance, since subsequent events are viewed as the
natural consequences of the original intent. On the other hand, Kirkpatrick
may be turned to some advantage in situations where initial use or other circumstances indicate an original intent to use more than twenty-five percent of
a facility in the trade or business of a nonexempt person, but later such use
falls below twenty-five percent. As a practical matter, Kirkpatrick should only
be viewed as authority for the proposition that actual use is some evidence of
the original intent, but not the sole or even the deciding factor. All facts and
3
circumstances at the time of issue should be considered. 6
Security Interest Test
Satisfaction of the trade or business test alone will not result in the characterization of an obligation as an industrial development bond. The security
interest test must also be satisfied. That test relates to the nature of the
security and source for payment of either the principal or interest on the
obligations.3 7 Such may be determined from the terms of the bond resolution or
indenture or from the facts and circumstances of any underlying arrangements
between the parties.38 Moreover, any facility or other property acquired from
proceeds of the issue need not form the security for the obligations or their
source of payment.3 9 It is sufficient if either the principal or interest on the
obligations is secured by or payable from any property used, directly or indirectly, in the trade or business of any private business user.40 If property used
32. 605 F.2d at 1163.
33. Id.
34. Id.
35. The cautious draftsman faced with this prospect will insert a provision in the bond
indenture or resolution whereby the exempt person covenants not to enter into any leases or
other arrangements with private users which would cause more than twenty-five percent of
bond issue proceeds to be considered used in the trades or businesses of nonexempt persons.
36. Cf. Reg. §1.103-13(a)(2) (arbitrage determination depends on issuer's reasonable expectations as of the date of issue, based on facts, estimates and circumstances then existing).
37. Reg. §1.103-7(b)(4).
38. Id.
39. Id.
40. Id. Section 1.103-7(b)(4) of the regulations specifically provides that "[t]he security
interest test is satisfied if, for example, a debt obligation is secured by unimproved land or
investment securities used, directly or indirectly, in any trade or business carried on by any
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in a trade or business, or payments in respect thereof, are pledged as security
for payment of the principal or interest on the bonds, the fact that such obligations are also secured by the full faith and credit and taxing power of the
issuing governmental unit will not prevent the security interest test from being
satisfied.41 The statute also requires principal or interest on the obligations to
be secured "in whole or in major part." The regulations make the major portion rules under the trade or business test applicable in construing this requirement.42 Consequently, if more than twenty-five percent of either principal or
as previously discussed, the security interinterest on the obligations is secured
43
est test will be considered satisfied.
Application of the security interest test is illustrated in Treasury Regulations section 1.103-7(c). 44 Example (6)(b) of the regulations states facts involving the issuance of general obligation bonds by State C to purchase land and
construct a hotel for use by the general public. Corporation Y enters into an
agreement with C to rent more than one-fourth of the rooms on an annual
basis for a period approximately equal to one-half of the term of the bonds. It
is concluded that the bonds are industrial development bonds because both the
trade or business test and security interest test are met. The trade or business
test is satisfied because more than twenty-five percent of bond issue proceeds are
to be used in the trade or business of a nonexempt person, under the Treasury's
view that reference be made to the percentage of space used by Y.
The rationale on which the security interest test is considered satisfied, however, is not dear from a reading of the example. 45 The facts imply that Y will
private business user." (emphasis added). The purpose of the regulation is to prevent crosscollateralization by a user (i.e., to prevent the borrower of bond issue proceeds from obtaining tax exempt financing by pledging as security property other than the facilities financed
from such proceeds). Since unimproved land and investment securities are not normally viewed
as trade or business property, it appears that the Treasury broadly construes use indirectly in
a trade or business. The reference to user elsewhere in the statute and regulations is normally
made with respect to the user of the facilities financed from bond issue proceeds. The reference intended in this context, however, is apparently with respect to the user of the unimproved land or investment securities. This interpretation effectively prevents securing the bond
issue with property used by anyone in any trade or business and not just property used by
the user of the bond-financed facilities in other trades or businesses. Consequently, industrial
development bond characterization cannot be avoided where, for example, a subsidiary corporation is the user of the facilities financed from the proceeds of bonds the payment of which
is secured solely by property used in a trade or business of the parent corporation. Furthermore, the reference in the regulations to a trade or business carried on by any private business
user may unduly restrict the statute. Although the trade or business of a nonexempt person
is the focus of the trade or business test, the security interest test is satisfied according to the
statute if the bonds are secured by property, or payments in respect thereof, used or to be used
in a trade or business. Such phrase is arguably broad enough to cover even the trade or business of an exempt person. See Ritter, supra note 8, at 521.
41. Reg. §1.103-7(b)(4). Compare Rev. Rul. 75-403, 1975-2 C.B. 37 and Rev. Rul. 73-481,
1978-2 C.B. 23 with Reg. §1.103-7(c), Example (14).
42. Reg. §1.103-7(b)(1)(ii).
43. Reg. §1.103-7(c), Example (4).
44. Reg. §1.103-7(c), Examples (6), (7), (8), (12) and (14).
45. Although not stated in the example, the security interest test appears to be satisfied by
virtue of payment on the bonds being secured by the project itself.
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furnish more than twelve and one-half percent of the total principal and interest payments to be derived by C from rentals during the term of the bonds. It
is apparently assumed that all room rentals are equal and that total room
rentals will fully cover the debt service requirements of the bonds. Since the
security interest test requires only that principal or interest be derived in
major part from payments in respect of the property, a showing that more
than twelve and one-half percent of both principal and interest is to be so
derived leads to the conclusion that more than twenty-five percent of either
principal or interest will be derived in such fashion. 46 The problem with this
interpretation, however, lies in the wording of the last sentence of the example
wherein it is stated that "a major portion of the principal and interest on such
issue will be derived from payments in respect of the property used in the trade
or business of y."47 Under the facts given and the assumptions made above,
more than twenty-five percent of total principal and interest outstanding on
the bond issue will not be derived from Y's rentals.48 Consequently, it must be
assumed that the Treasury intended to use the word or instead of the word
and, if the foregoing interpretation is to be accepted.
Another rationale which might support the conclusion that the security interest test has been satisfied under these circumstances is that the Treasury is
taking the position that a major portion of principal or interest on the bonds
need be derived from payments in respect of property used in a trade or business only for some appreciable period of time.49 In other words, the security
interest test is considered met if such payments will exceed twenty-five percent
of principal or interest coming due on the bonds over a period shorter than the
term of the bonds, even though the total of such payments to be derived over
that period will not exceed twenty-five percent of the total principal or interest
to be paid on the bonds over the entire term. This interpretation is consistent
with the last sentence of example (6)(b), but it strains the wording of the
statute and is difficult to reconcile with example (12) of the regulations.50 It is
46. This is because reference will always be made to the lower of principal or interest
which amount will be at its highest when principal and interest are equal (i.e., the lower of
50% and 50% is higher than the lower of 51% and 49%). Any amount greater than twelve
and one-half percent of total principal and interest will mathematically exceed twenty-five
percent of half that total (i.e., 13% equals 26% of 50%).
47. Reg. §1.103-7(c), Example (6)(b).
48. The same analysis holds true for Example (8) of the regulations. Leases with terms not
exceeding two years and covering only one-third of total leasable space cannot reasonably be
expected to provide more than twenty-five percent of principal or interest on the bond issue
unless annual rentals from such leases cover at least one-third of annual debt service on the
bonds and such bonds have a term of two and two-thirds years or less (i.e., 1/3 annual rentals
for two years equals twenty-five percent of two and two-thirds annual rentals). It is not likely
that a bond issue with this short a term is contemplated by Example (8).
49. Compare this with the period of use required under the trade or business test. See text
accompanying notes 30-31 supra.
50. Reg. §1.103-7(c), Example (12). It would be unnecessary for the annual three-month
rental to extend for a twenty-year period unless the Treasury viewed the security interest test
as requiring rentals greater than twenty-five percent of total debt service to be paid over a
twenty-year term. Although the term of the bonds is not stated it is implied by the rental
term.
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also inconsistent with the regulations governing application of the trade or
51
business test and security interest test to output contracts of public utilities.
Under those regulations, the major portion rules are applied with respect to
the total debt service on the bond issue, defined as "the total dollar amount...
52
payable with respect to such issue over its entire term."
Perhaps the examples in the regulations dealing with short term arrangements assume that such arrangements are likely to be renewed In the alternative, the mere existence of any arrangement to use a portion of the facilities,
regardless of its duration, may eidence an intent to devote that portion of the
facilities to a trade or business use throughout the entire term of the bonds.5"
Despite these possible implications, short term arrangements, which without
extension will not result in more than twenty-five percent of the total principal
or interest on bonds being derived from payments in respect of property used
in a trade or business, should not cause the security interest test to be mei, in
the absence of circumstances indicating that such arrangements will continue.
The security interest test should be considered satisfied only if, at the time of
issuance, facts and circumstances indicate that more than twenty-five percent of
the entire amount of principal or interest to be paid on the bonds over the full
term of the bonds is to be derived from payments in respect of property used or
to be used in a trade or business. 4
Applying the Tests
It is sometimes difficult to ascertain whether obligations constitute industrial
development bonds. Special district financing is an example of this challenge.
In a typical special district financing, a real estate developer will seek to have
a special district formed by a local political subdivision for the purpose of
issuing bonds the proceeds of which will be used to finance improvements on
the developer's property, such as roads and sewers. 55 The district's jurisdictional
boundaries will encompass all the property to be improved. The bonds will
normally be secured by and payable from ad valorem taxes, special assessments
or similar governmental charges to be levied against the property. These charges
are payable by the owner of the property against which they are levied. Consequently, the developer has an incentive to complete the improvements so that
he can sell parcels to purchasers who will then bear the tax. The bonds are
generally not considered to be industrial development bonds.
It can be argued that all or a major portion of the proceeds of the bonds are
to be used in the developer's trade or business of developing the property for
sale, and therefore the trade or business test is met. Apparently, however, the
security interest test is not satisfied because the bonds are secured by and pay51. Reg. §1.103-7(b)(5).

52. Reg. §1.103-7(b)(5)(ii)(c).
53. It might also be argued that such arrangements evidence a trade or business of the
exempt person. But see Reg. §1.103-7(c), Example (8) (fourth sentence).
54. Subsequent events may be considered as evidence of the original intent in this regard.
Kirkpatrick v. United States, 605 F.2d 1160, 1979-2 U.S.T.C. 2f9582 (10th Cir. 1979), cert. denied,
100 S. Ct. 1022 (1980).
55. For an illustrative statute, see FLA. STAT. §§336.61 et seq. (1979).
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able from ad valorem taxes, special assessments or similar governmental charges
which are not viewed as payments in respect to property used in a trade or
business. 56 Whether such charges are intended to be covered by the statute's
reference to payments in respect of property used in a trade or business
is not clear. A question might also be raised whether a statutory lien against
the property as security for payment of the governmental charges is an underlying arrangement securing payment of the bonds with property used in a trade
or business.
EXEMPT FACILITIES EXEMPTION

After determining that both the trade or business test and security interest
test have been satisfied and that therefore the obligations are industrial development bonds, qualification for one of the statutory exemptions becomes the
focus of attention. 57 The exempt facilities exemption reflects a Congressional
determination not to impede the use of state and local obligations to finance
certain activities5a Because the activities covered are ones in which state or
56. Rev. Rul. 73-481, 1973-2 C.B. 23, seems to support this theory. Another theory which
might be argued is that the bond proceeds are being expended for the ultimate benefit of
future property owners and not the developer, and that therefore no trade or business is involved. Because this approach ignores or looks through the developer's trade or business and
focuses on the intended eventual use of the property, it apparently has persuasive effect only
with respect to development of property which will be used exclusively for residential purposes. If the developer intends to expend a major portion of bond issue proceeds for improvements to property designed for commercial use, such as a shopping center or office park,
the ultimate use of such property will be for trade or business purposes. By contrast, the
approach which excludes taxes, special assessments and similar governmental charges from
characterization as payments in respect of the property is not so restricted. Under that approach the security interest test will not be satisfied if such charges secure the bonds, regardless of the nature of the eventual owner's use of the property.
57. There are four exemptions from the loss of tax exempt status resulting from industrial
development bond characterization. The exempt facilities exemption and small issue exemption
will be discussed herein at some length. Not to be discussed herein are the exemption for
industrial parks provided by I.R.C. §103(b)(5) and the exemption for advance refunding of
qualified public facilities provided by I.R.C. §103(b)(7). See generally Reg. §1.103-9; Fox &
Wilson, supra note 8, at A-31.
58. I.R.C. §103(b)(4), before the passage of the new windfall profit tax bill, stated as
follows:
(4) CERTAIN EXEMPT ACTIVITIES.- Paragraph (I) shall not apply to any obligation which is issued as part of an issue substantially all of the proceeds of which are to be
used to provide (A) residential real property for family units,
(B) sports facilities,
(C) convention or trade show facilities,
(D) airports, docks, wharves, mass commuting facilities, parking facilities, or storage
or training facilities directly related to any of the foregoing,
(E) sewage or solid waste disposal facilities or facilities for the local furnishing of
electric energy or gas,
(F) air or water pollution control facilities, or
(G) facilities for the furnishing of water for any purpose if (i) the water is or will be made available to members of the general public (including electric utility, industrial, agricultural or commercial users), and
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local governmental units are frequently involved, it should be kept in mind that
if the state or local governmental unit engages in the activity directly, and not
through arrangements with private business users, the exemption may be unnecessary. For example, bonds issued to finance a municipally-owned and
operated electric utility will not normally be industrial development bonds.5 9
This exemption may, however, become essential for tax exempt status in circumstances where there will be substantial indirect use of a bond-financed
60
facility by nonexempt persons.
"SubstantiallyAll" Requirement
Section 103 requires that in order to qualify for the exempt facilities exemption, substantially all of the proceeds of the bond issue must be used to provide
the designated facility. Prior to 1977, the substantially all requirement had not
been clearly quantified.61 On September 80, 1977, the Treasury amended its
regulations to specifically incorporate a ninety percent rule for purposes of
defining the substantially all requirement.62 Treasury Regulation section 1.1038(a)(1)(i) now provides, in relevant part:
Substantially all of the proceeds of an issue of governmental obligations
are used to provide an exempt facility if 90 percent or more of such
proceeds are so used. For purposes of this "substantially all" test, two
rules apply. First, proceeds are reduced by amounts properly allocable
on a pro rata basis between providing the exempt facility and other uses
of the proceeds. Second, amounts used to provide an exempt facility
include amounts paid or incurred which are chargeable to the facility's
capital account or would be so chargeable either with a proper election
by a taxpayer (for example under section 266) or but for a proper
election by a taxpayer to deduct such amounts.
(ii) either the facilities are operated by a governmental unit or the rates for the
furnishing or sale of the water have been established or approved by a State or
political subdivision thereof, by an agency or instrumentality of the United States,
or by a public service or public utility commission or other similar body of any
State or political subdivision thereof.
For purposes of subparagraph (E), the local furnishing of electric energy from a facility
shall include funishing solely within the area consisting of a city and 1 contiguous
county.

59. But see Reg. §1.103-6(b)(5) (industrial development bond characterization results if
utility output contracts have effect of transferring benefits of ownership and burdens of debt
service to nonexempt persons).
60. See Fox &Wilson, supra note 8, at A-15.
61. The 1972 regulations interpreting the exempt facilities exemption requirements included an example which implied that the Treasury had adopted a ninety percent rule with
respect to the substantially all requirement. The example holds that two million dollars of
net bond issue proceeds of twenty million dollars can be used for purposes unrelated to providing an exempt facility, and substantially all of the proceeds of the issue will still be considered to have been properly expended. Reg. §1.103-8(a)(6), Example. See also Reg. §1.10310(f), Example (6).

62. T.D. 7511, 1977-2 C.B. 37, amending Reg. §§1.103-8(a)(1)(i), 1.103-9 and 1.103-10(b)
(1)(ii).
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The regulations, as amended, appear to summarize or state affrmatively the
rules illustrated and implied in the example contained in the regulations, as
adopted in 1972.63 The second rule set forth in the amendment introduces a
concept not covered by the example, however, by attempting to provide guidance with respect to the proper treatment of expenditures which are capital in
nature. Prior to adoption, the proposed regulations had provided that certain
expenditures described in section 266 which were deducted rather than capital64
ized would not be considered as expenditures to provide an exempt facility.

This provision was apparently designed to restrict the deduction of items such
as construction period interest and taxes when financed from the proceeds of a
tax exempt issue.65 The regulations, as amended, evidence an acceptance by
the Treasury of the concept that the determination of the cost of providing the
facility should encompass all expenditures capital in nature relating to the
facility, regardless of whether they are deducted or capitalized on the owner's
income tax returns.

66

Prior to adoption of the amendments to the regulations, the proper application of the substantially all requirement was thought to be as follows:67
1. Determine the total qualified expenditures (i.e., those expenditures directly relating to the exempt facility).
2. Determine the total nonqualified expenditures (i.e., those expenditures directly relating to other uses of the proceeds).
3. Determine the total indirect expenditures (i.e., those expenditures
not directly relating to either the exempt facility or other uses of the
proceeds).
4. Determine the ratio of total qualified expenditures to direct costs
(i.e., the sum of total qualified and total nonqualified expenditures).
5. Apply this ratio to the total indirect cost and add the resulting
product to total qualified expenditures.
6. If the total qualified expenditures, as adjusted in step 5, equal or
exceed ninety percent of the total bond issue, the substantially all requirement has been met.68
63.

Reg. §1.103-8(a)(6), Example.

64, Prop. Reg. §1.103-8(a)(1)(i), 40 Fed. Reg. 36371 (1975).
65. The Treasury may have felt that to allow otherwise would result in a double benefit
to the borrower (i.e., lower interest rate on borrowings due to tax exemption and tax deduction for expenditures from proceeds of such borrowings). Capitalization of construction period
interest and taxes in the case of certain taxpayers is now required. I.R.C. §189; Pub. L. No.
94-455, §201(a).
66. Reference to the facility's capital account in the final regulations may create interpretation problems. Not all costs associated with the acquisition or construction of a facility will
be added to the adjusted basis of the facility. Loan acquisition costs, for example, are separately capitalized and amortized over the period of the loan. Presumably, the reference is
intended to cover all items which are capitalized and not just those costs which are added to
the adjusted basis of the facility.
67. Memorandum by C. Willis Ritter and David L. Miller dated August 15, 1974.
68. For purposes of illustration, assume that bonds in the amount of $2,000,000 will be
issued to finance an exempt facility. The projected expenditure of funds is as follows:
Qualified Costs
Construction Costs
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Indirect expenditures may therefore be ignored since they are allocated in
the same proportion as qualified and nonqualified expenditures. In applying
the above formula, it was generally thought that indirect expenses could be
broadly construed to cover a variety of items, including issuance expenses,
funded interest, funded reserves, and other items not directly related to a
qualified or nonqualified purpose. In addition, total bond proceeds were viewed
as including interest earned on such proceeds during the period of construction.69 Consequently, the expenditure of such earnings was considered to have
potential effect on the question whether the substantially all requirement had
been met.70
Nonqualified Costs
Working Capital

150,000

Indirect Costs
Underwriting, legal, accounting and
miscellaneous closing costs
Bond Discount
Construction Period Interest
Debt Service Reserve

50,000
50,000
200,000
200,000

Total Bond Issue

$2,000,000

The ratio of qualified costs ($1,350,000) to total direct costs ($1,350,000 + $150,000) is exactly
90 percent. This ratio must be applied to allocate indirect costs between qualified and nonqualified costs. Indirect costs totaling $500,000 are allocated as follows:
Qualified Costs

Construction Costs

$1,350,000

Allocable Share of Indirect Costs

450,000

Total

$1,800,000

Nonqualified Costs
Working Capital
Allocable Share of Indirect Costs

150,000
50,000

Total

$ 200,000

The ratio of total qualified costs and indirect costs allocable thereto equals 90 percent of the
total bond issue:
$1,350,000 + $450,000
$2,000,000

90%

Consequently, the substantially all requirement has been met in this illustration.
69. Contra, Cohen v. Marine Protein Corp., 1979-1 U.S.T.C. ff9387 (S.D.N.Y. 1979). The
Treasury has announced that it is presently studying the uses to which earnings on bond issue
proceeds may be applied. 44 Fed. Reg. 7177 (1979).
70. For example, assume that in the illustration at note 68, the interest earned on bond
issue proceeds during the period of construction totals $200,000. If this amount is characterized
as bond issue proceeds, total bond issue proceeds equal $2,200,000. If the $200,000 of earnings
is expended for qualifying costs the ratio in the illustration is affected as follows:
Qualified Costs ($1,350,000 + $200,000)
Total Direct Costs ($1,700,000)
If the $200,000 of earnings is used as additional working capital or for other nonqualifying
costs, the ratio is affected as follows:

Published by UF Law Scholarship Repository, 1979

15

Florida Law Review, Vol. 32, Iss. 1 [1979], Art. 1
UNIVERSITY OF FLORIDA LAW REVIEW

[Vol. XXXII

Following adoption of the amendment to the regulations, the Internal
Revenue Service illustrated the application of the formula used by it in applying the substantially all requirement in a private letter ruling-' as follows:
Total Costs - Financing Expenses + Financing Expenses = Total Permitted
.90
Issue
This formula purports to arrive at the insubstantial portion (i.e., the ten percent which may be expended for uses other than providing the exempt facility)
after excluding indirect expenses allocable on a pro rata basis between provid72
ing an exempt facility and other uses.
Unfortunately, it is unclear to what extent the amendments to the regulations alter the old rules for application of the substantially all requirement.
The basic approach of allocating indirect expenses between qualifying and
nonqualifying costs remains unchanged. 73 Whether indirect expenses will be
Qualified Costs ($1,350,000)
Total Direct Costs ($1,700,000)
If the $200,000 of earnings is used for indirect costs, the ratio is unaffected:
Qualified Costs ($1,350,000)
Total Direct Costs ($1,500,000)
71. Letter Ruling 7816068 (Jan. 23, 1978).
72. Id. In the ruling, total costs of providing a pollution control facility are set out as
follows:
Construction Costs
Construction Period Interest
Contingencies
Miscellaneous Costs
Issuance Costs

$21,335,000
750,000
2,100,000
2,620,000
622,000

Total

$27,427,000

To determine the permitted amount of the bond issue including the insubstantial portion,
the ruling applies the formula as follows:
$27,427,000

-

$622,000 +$622,000 = $30,405,333

.90
The ruling concludes that the substantially all requirement will be satisfied if bonds are issued
in the amount of approximately $30,400,000.
If the computation in the ruling is taken one step further, it would appear that the insubstantial portion totals $2,978,333. This amount is arrived at by subtracting the total cost
of providing the facility ($27,427,000) from the amount of the permitted issue ($30,405,333).
This, however, is the computation of the insubstantial portion without regard to a pro rata
allocation of financing expenses to such portion. The total amount of the insubstantial portion
including a pro rata allocation of financing expenses is $3,040,533, which is ten percent of the
amount of the permitted issue. This figure can be arrived at by adding to the apparent
insubstantial portion its pro rata share of financing expenses (i.e., $62,200, which is ten percent
of $622,000). In other words, the total insubstantial portion totals $3,040,533 of which $62,200
consists of an allocation of a pro rata share of financing expenses.
73. If the expenditures set forth in the ruling are plugged into the old formula illustrated
at note 68 supra, the results are as follows:
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viewed as including the same items as prior to the amendments, however, is uncertain. For example, as mentioned previously, construction period interest
funded from bond issue proceeds was viewed, prior to the amendments, as an
indirect cost.74 In the private letter ruling analyzed above, however, construction period interest is treated as a direct cost of providing the exempt facilities.75 This treatment is questionable since funded interest is used to pay
interest on the entire bond issue, including the insubstantial portion. A better

Qualified Costs

$21,335,000

Construction Costs
Construction Period Interest
Contingencies

750,000
2,100,000

Miscellaneous Costs

2,620,000
$26,805,000

Total
Nonqualified Costs
Insubstantial Portion

2,978,353

Indirect Costs
Issuance Costs

622,000
$30,405,33

Total Bond Issue

The ratio of qualified costs ($26,805,000) to total direct costs ($26,805,000 + $2,978,333) is
exactly 90 percent. This ratio must be applied to allocate indirect costs of $622,000 between
qualified and nonqualified costs as follows:
Qualified Costs
Construction costs, etc.
Allocable share of indirect costs

$26,805,000
559,800
$27,364,800

Total
Nonqualified Costs
Insubstantial portion
Allocable share of indirect costs

2,978,333
62,200
3,040,533

Total

The ratio of total qualified costs and indirect costs allocable thereto equals 90 percent of the
total bond issue:

$26,805,000 + $559,800
$30,405,333
Consequently the substantially all requirement has been met even under the old formula,
based on the manner in which expenditures are characterized in the ruling.
74. See text accompanying notes 67-70 supra.
75. If construction period interest were treated as an indirect expense in the ruling, the
computation would be affected as follows:
$27,427,000 - ($622,000 + $750,000) +$1,372,000
.90

= $30,322,000

This has the effect of reducing the insubstantial portion to $3,032,200 of which $137,200 consists of a pro rata allocation of indirect costs. The same result is arrived at under the old
formula demonstrated at note 73 supra by shifting construction period interest from the
category of qualifying costs to indirect costs,
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reasoned approach would characterize funded interest as an indirect expense,
7 6
together with financing costs.

Another item of concern not dealt with in the above private letter ruling is
the treatment of funded reserves. As a rule, the funding of a reserve from bond
issue proceeds is not considered a capital expenditure. 7 In a sense, the funding
of a reserve is more akin to the setting aside of funds than to an expenditure.
In any event, funded reserves were normally viewed as indirect expenses prior
to the amendments to the regulations.7 Following the adoption of the amendments, there was some concern that by designating capital costs as qualifying
costs, the Treasury intended to treat various noncapital items as nonqualifying
costs rather than indirect expenses. The Internal Revenue Service has recently
indicated, however, that a funded debt service reserve will be characterized as an
indirect expense for purposes of the substantially all requirement under the
small issue exemption.7 9 Similar characterization should be accorded funded
reserves under the exempt facilities exemption.80
Costs chargeable to the exempt facility's capital account in connection with
a bond issue will not always be classified as a cost of providing the facility. The
substantially all requirement has been relied upon by the Treasury to prevent
refinancing transactions.81 In Revenue Ruling 77-292,' 2 the Internal Revenue
Service ruled the substantially all requirement had not been met in a bondfinanced transaction where a corporation planned to use fifteen percent of
bond issue proceeds to purchase land from a related corporation. The Service
concluded that the proposed transaction would provide the related corporation
with working capital because land already owned by such corporation was being
purchased. The ruling is significant because it cites as authority not only the
regulations dealing with official action under the exempt facilities exemption,
but also the regulations interpreting the substantially all requirement under
the small issue exemption. s
The cost of providing the exempt facility is considered to include the expense of any land, building or other property functionally related and subordinate to such facility.8 4 The regulations provide that property will not be
considered functionally related and subordinate to the exempt facility if it is
not of a character and size commensurate with the character and size of the
76. In some instances, construction period interest may be classified as a non-qualifying
cost. See Rev. Rul. 79-367, 1979-46 I.R.B. 6 (interest on obligation owed by obligor to itself is
theoretical interest which cannot be capitalized and is therefore considered a non-qualifying

cost); Rev. Rul. 77-122, 1977-1 C.B. 23. See also Reg. §1.266-1(b)(1)(ii)(a).
77. Letter Ruling 7732064 (May 16, 1977). Cf. Jack's Cookie Company v. United States,
597 F.2d 395, 1979-1 U.S.T.C. 19350 (4th Cir. 1979) (periodic reserve rental payments required

to fund a debt service reserve were capital in nature and therefore not deductible by lessee in
an industrial development bond transaction).

78. See text accompanying notes 67-70 supra.
79. Letter Ruling 8002042 (Oct. 18, 1979).
80.
81.

See text accompanying note 83 infra.
The Treasury's original challenge to refinancing transactions was in the form of the

official action requirements. Reg. §1.103-8(a)(5). See text accompanying notes 102-131 infra.
82.

1977-2 C.B. 35, revised by Announcement 78-3, 1978-1 I.R.B. 18.

83. See Reg. §l.103-10(b)(1)(ii). See also Rev. Rul. 77-817, 1977-2 C.B. 82.
84. Reg. §1.103-8(a)(3).
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exempt facility85 The regulations also indicate that the cost of providing the
exempt facility includes the cost of providing any combination of exempt
facilities, industrial parks and facilities to be used by exempt persons, including property functionally related and subordinate to such facilities.86
The Internal Revenue Service ruled in Revenue Ruling 77-32487 that an
issue of revenue bonds would not be tax exempt because the proceeds were to
be used to pay the costs of facilities which would not qualify as functionally
related and subordinate to an airport. The facilities to be financed consisted of
buildings, an aircraft apron, a parking lot and equipment all of which were to
be leased to a nonexempt corporation. The Service concluded that since the
primary function of the proposed facilities would be the manufacture or modification of aircraft, the facilities would not qualify as an airport or property
functionally related and subordinate to an airport. Although not specifically
addressed therein, the ruling implies that a bond issue may qualify for tax
exempt treatment if substantially all the proceeds are used to provide property
which is functionally related or subordinate to an existing exempt facility,
even though no part of the proceeds are used to provide an exempt facility.
There seems to be no requirement that functionally related and subordinate
facilities be financed only as part of an issue the proceeds of which are used to
finance an exempt facility. 8
The Treasury determines whether substantially all of the proceeds of an
issue of obligations are to be used to furnish exempt facilities by reference to
the ultimate use of such proceeds.88 The regulations state by way of illustration
that proceeds will be treated as used to provide residential real property for
family units: (I) whether the state or local governmental unit constructs such
property and leases or sells it to any person who is not an exempt person for
use in such person's trade or business of selling or leasing such property, (2)
whether it lends the proceeds to any such person for such purpose, or (8)
whether it lends the proceeds to banks or other financial institutions in order
to increase the supply of funds for mortgage lending under conditions requiring
such banks or other financial institutions to use such proceeds only for further
mortgage lending on residential real property for family units. 90 If it is de85. Id.
86. Id.

87. 1977-2 C.B. 37.
88. See Reg. §1.103-8(a)(3).,
89. Reg. §1.103-8(a)(4).
90. Id. An argument can also be made that if bond issue proceeds are loaned to banks or
other financial institutions for the purpose and on the conditions set forth in the regulations,
the bonds cannot be characterized as industrial development bonds. Although it may be contended that the proceeds are used in the institutions' trades or businesses of lending money

and therefore the trade or business test is satisfied, it appears that the security interest test is
not met. Payment of principal or interest on the bonds will be secured only by mortgages and
payments thereon with respect to the residential real property for family units. Such property
is not trade or business property, except in the case of commercial loans to developers for

projects such as apartments or condominiums.
While this distinction may appear somewhat unnecessary since the bonds will be considered
tax exempt in either event, there are significant advantages to avoiding industrial development

bond characterization in this situation. If the exempt facilities exemption is relied upon, at

Published by UF Law Scholarship Repository, 1979

19

Florida Law Review, Vol. 32, Iss. 1 [1979], Art. 1
UNIVERSITY OF FLORIDA LAW REVIEW

[Vol. XXXII

termined that substantially all of the proceeds of an issue of obligations are not
to be used to provide exempt facilities, that exemption will be inapplicable and
the obligations are considered taxable unless another exemption is available. 9
Consequently, it is essential that the planned use of proceeds of an issue of
obligations be carefully examined to determine whether proposed expendi92
tures will comply with the substantially all requirement.
Public Use Requirement
While there exists express statutory language imposing the substantially all
requirement, no public use requirement appears in the statute. 93 The regulations, however, clearly require satisfaction of a public use requirement to
qualify for the exempt facilities exemption. 94 Furthermore, the regulations
state that the facility must serve or be available on a regular basis for general
public use, or be a part of a facility so used, as contrasted with similar types of
facilities constructed for the exclusive use of a limited number of nonexempt
persons in their trades or businesses. 95 By way of example, they provide that a
private dock or wharf owned by or leased to and serving only a single manufacturing plant will not qualify as a facility for general public use, but that a
hangar or repair facility at a municipal airport, or a dock or wharf owned by,
leased to or permanently assigned to a nonexempt person will qualify provided
that such nonexempt person directly serves the general public, such as a common passenger carrier or freight carrier. 96 Similarly, an airport owned or opleast 90 percent of bond issue proceeds must be expended to provide loans for residential real
property for family units. To avoid industrial development bond characterization, however,
only 75 percent of bond issue proceeds need be expended to provide such loans. Perhaps a
more important distinction, however, is found in the federal securities laws. As a general
proposition, municipal securities are exempt from the registration requirements of the Securities Act of 1933 by virtue of §3(a)(2). 15 U.S.C. §77c(a)(2) (1970). Industrial development bonds exempt from registration pursuant to that section do not include obligations
which are exempt from taxation by virtue of §103(b)(4)(A) or the Code. Consequently,
if the exemption for residential real property for family units is relied upon, the bonds must
be registered with the United States Securities Exchange Commission prior to a public offering. If, however, characterization of such obligations as industrial development bonds is
avoided, they are exempt from such registration requirement.
91. Another consequence of failing to qualify for the exempt facilities exemption or the
small issue exemption is loss of the exemption from the registration requirements of the
Securities Act of 1933. See Baron v. Commercial & Industrial Bank of Memphis, 1979-2 U.S.T.C.
99515 (S.D.N.Y. 1979).
92. See Rev. Rul. 79-332, 1979-43 I.R.B. 7 (substantially all requirements failed where
five percent of proceeds, labeled as issuance costs, found not to be issuance costs or costs of
providing the exempt facility). The Treasury has attempted to provide guidance in determining whether the substantially all requirement is satisfied when excess bond proceeds remain on hand after acquisition or construction has been completed. Rev. Proc. 79-5, 1979-1
C.B. 485. See also Henze, Revenue Procedure 79-5: What Does It Really Mean?, 3 THE REv.
of TAX. OF InD. 251 (1979).
93. I.R.C. §103(b)(4). There is a requirement with respect to facilities for the furnishing of
water that water be made available to members of the general public. I.R.C. §103(b)(4)(G)(i).
94. Reg. §1.103-8(a)(2).
95. Id.
96. Id.
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erated by a nonexempt person for general public use is a facility for public
use, as is a dock or wharf which is part of a public port.97 Certain specified
facilities will, by their nature, be deemed to satisfy the public use requirement,
although they may be part of a nonpublic facility such as a manufacturing
facility used in the trade or business of a nonexempt person. 98 These include
sewage or solid waste disposal facilities and air or water pollution control
facilities. 99
Although there exists no statutory language supporting the imposition by
the Treasury of a public use requirement, it can perhaps be inferred from the
types of facilities listed that Congress intended to include only facilities designed to serve the general public as opposed to private interests. 00 It may be
argued in support of this inference that the small issue exemption was intended
as the exclusive exemption for facilities designed to serve private interests.
While the question may be debated, it is clear the Treasury views satisfaction
of the public use requirement as a condition to qualifying for the exemption.' 01
Official Action Requirement
The regulations impose an official action requirement which must be satisfied for industrial development bonds to qualify as an issue substantially all
the proceeds of which are to be used to provide an exempt facility.102 Generally
speaking, the issuer of governmental obligations is required to have adopted a
bond resolution or taken some other similar official action toward the issuance
of the obligations prior to the commencement of construction or acquisition of
a facility for it to qualify as an exempt facility.'10 The purpose of the regulations in imposing such requirement is to prevent the refinancing of exempt
facilities. ' As is the case with the public use requirement, there is no clear
language in the statute which imposes an official action requirement.' 05
T

97. Id.
98. Id.
99. Id. Such facilities are described in I.R.C. §103(b)(4)(E) and (F).
100. For a discussion of the public use requirement see Ritter, Working with the New
Final Regulations on IndustrialDevelopment Bonds, 37 J. TAX. 330, 333 (1972), and Ritter,
supranote 8, at 523.
101. Rev. Rul. 79-385, 1979-48 I.R.B. 5; Rev. Rul. 78-247, 1978-1 C.B. 29; Rev. Rul. 77-233,
1977-2 C.B. 31; Letter Ruling 7947075 (Aug. 22, 1979); Letter Ruling 7942012 (Jul. 17, 1979);
and Letter Ruling 7935028 (May 29, 1979). In addition to the general statement of a public
use requirement in I.R.C. §1.103-8(a)(2) of the regulations, there exist specific applications of
the public use requirements for various of the designated facilities in the regulations. Reg.
§1.103-8(b)-(i).
102. Reg. §1.103-8(a)(5).
103. Reg. §l.103-8(a)(5)(iii). If the original use of the facility commences prior to the date
of issue- of the obligations issued to provide such facility, slightly different requirements are
imposed, as hereinafter discussed. Reg. §l.103-8(a)(5)(iv), (v). Transitional rules with respect
to facilities the construction, reconstruction or acquisition of which commenced prior to
September 2, 1972, are also provided by the regulations, but are not likely to have significant
application at this time. Reg. §1.103-8(a)(5)(ii).
104. Rev. Rul. 79-321, 1979-42 I.R.B. 8.
105. See text accompanying notes 115-118 infra for a discussion of the possible sources of
the official action requirements.
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Despite the absence of express statutory language, the Treasury has managed to promulgate some rather detailed and complex timing requirements
which must be followed in order to qualify for the exemption.10 6 The rules
can be divided into two categories: one dealing with facilities the construction, reconstruction or acquisition of which commenced prior to September
2, 1972, and the other relating to facilities with respect to which such activities commenced on or after such date. Each of these categories can be
further divided into two sub-categories, one pertaining to facilities with respect to which original use commences prior to the date of issue of the obligations issued to provide such facility, and the other covering facilities with respect to which such original use commences on or after such issuance date.
The rules dealing with facilities the construction, reconstruction or acquisition of which commenced prior to September 2, 1972, were designed as transitional rules for projects in progress at the time of adoption of the final regulations, and have only limited current application. The general rule with respect
to such facilities is that official action must have been taken prior to the date
the entire facility was first placed in service for the obligations issued to provide
such facility to qualify for the exemption10 7 if the original use of the facility
commenced prior to the date of issue of the obligations issued to provide such
facility, the facility must also have satisfied the refinancing restriction, herein108
after discussed.
The rules dealing with facilities the construction, reconstruction or acquisition of which commences on or after September 2, 1972, contain the timing
requirements applicable to virtually every exempt facilities financing now being
undertaken. As mentioned, the time of commencement of original use of the
facility dictates which of the rules applies. If the original use of the facility
commences or the acquisition of such facility occurs on or after the date of
issue of the obligations issued to provide such facility, the facility is treated as
an exempt facility if a bond resolution or some other similar official action has
been properly and timely taken.109 If the original use of the facility commences
prior to the date of issue of the requisite obligations, the refinancing prohibition becomes applicable.110
106. Reg. §l.103-8(a)(5)(i)-(v).
107. Reg. §1.103-8(a)(5)(ii). The regulations provide that an entire facility is placed in
service not earlier than the date on which it has reached a degree of completion which would
permit operation at substantially the level for which it is designed, and it is in fact in
operation at such level. Consequently, facilities with respect to which significant construction
was in progress prior to the taking of official action would still qualify if the entire facility
had not been placed in service prior to such time. Note, however, that if original use of the

facility commenced prior to the date of issue of the obligations issued to provide such facility,
the requirements of §l.103-8(a)(5)(iv) of the regulations would become applicable. See text
accompanying notes 110-114 infra.
108. Reg. §l.103-8(a)(5)(iv). While subparagraph (ii) of the regulations is broad enough
to permit original use of the facility to occur prior to the date the entire facility is placed in

service, subparagraph (iv) operates to prohibit such use. Exceptions to the express prohibition
of subparagraph (iv) are provided by subparagraph (v) of the regulations. See text accompanying notes 110-114 infra.
109.

Reg. §l.103-8(a)(5)(iii).

110. Reg. §l.103-8(a)(5)(iv).
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The refinancing prohibition provides that no nonexempt person or related
person who was a substantial user' of the facility at any time during the fiveyear period preceding the date of issue of the bonds and who received, directly
or indirectly, proceeds of the issue in an amount equal to five percent or more
of the face amount of the issue in payment for his interest in such facility may
be a substantial user of the facility at any time during the five-year period
following such date of issue.1 2 An exception to the refinancing prohibition is
provided if a bond resolution or other similar official action was taken by the
issuer with respect to such obligations prior to the commencement of the construction, reconstruction or acquisition of such facility, and such obligations
are issued within one year after the entire facility is first placed in service or is
acquired, which ever occurs last."13 In the case of an acquisition, however, there
is no exception from the refinancing prohibition if any substantial user or a
related person after the date of acquisition was a substantial user before the
date such bond resolution or other similar action by such issuer was adopted.'4
111. The definition of substantial user is found in §1.103-11 of the regulations. Generally speaking, a nonexempt person will be considered a substantial user of a facility if
the gross revenue derived by such user with respect to such facility is more than five percent
of the total revenue derived by all users of such facility, or the space in the facility occupied
by such user is more than five percent of the total usable space of the facility. Reg.
§1.03-11(b).

112. Reg. §1.1O3-8(a)(5)(iv).
113. Reg. §1.103-8(a)(5)(v). In the case of a facility the construction, reconstruction or
acquisition of which commenced prior to September 2, 1972, and the original use of which
commenced prior to the date of issue of the obligations issued to provide such facility, an exception to the refinancing prohibition is provided if a bond resolution or other similar
official action was taken by the issuer with respect to such obligations prior to the date the
entire facility was first placed in service.
114. Reg. §1.103-8(a)(5)(v). By way of example, assume that Company X owns and operates a manufacturing plant which it wishes to refinance by selling to Issuer A and leasing
back in an industrial development bond financing. The refinancing prohibition precludes
qualification for the exempt facilities exemption and the exception to the refinancing prohibition will not be applicable since no official action was taken prior to X's acquisition of the
facility. The refinancing limitation is by no means limited to such obvious situations, however. Consider the case where Company X owns and operates a facility which is unprofitable.
X decides to lease the facility to L and, in order to induce L to enter into the lease, grants L
a purchase option on the facility. Assume that after a short period of operation L decides to
exercise its purchase option and proposes to finance the acquisition through industrial development bond financing. It is agreed that L will assign its purchase option to Issuer A who
will acquire the facility and lease it back to L for a period equal to the term of the bonds
and for a rental equal to payments on the bonds. At the end of the lease term A will transfer
title to the facility to L. There is little doubt that L will be considered a substantial user of
the facility. Section 1.103-11(b) of the regulations provides that under certain circumstances
where a nonexempt person has a contractual or preemptive right to the exclusive use of a
property or a portion of property, or is a licensee or similar person whose use is regular and
not casual, infrequent or sporadic, such person may be a substantial user of such property.
Assuming that L will be classified as a substantial user of the facility, the focus of inquiry
must be directed at whether L will receive proceeds of the issue, directly or indirectly, in
payment for his interest in such facility. This requires an analysis of L's interest at the time
the facility is transferred to Issuer A. If X's arrangement with L is, in reality, a conditional
sale instead of a lease, it can be argued that L rather than X sold the facility to A and received
payment and then used the payment to fully pay X under the conditional sale arrangement.
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There are two possible bases for the timing and official action requirements.
The statute requires that substantially all the proceeds of an issue be used to
provide an exempt facility. It can be argued that the timing requirements
merely reflect the logical application of the substantially all requirement to
prevent refinancings, and that detailed rules are necessary to define what constitutes a refinancing. 115 Prior to the issuance of Revenue Ruling 79-321,116 it
was not clear whether the commencement of construction, reconstruction or
acquisition of an exempt facility before the taking of official action would invariably result in the disqualification of an issue of obligations issued to finance
the cost of such facility."" Revenue Ruling 79-321 held that the portion of a
facility with respect to which expenditures have not been paid or incurred
prior to the taking of official action could be financed as an exempt facility
despite the commencement of construction activities and the paying or incurring of significant costs prior to the taking of official action. Under the facts
of the ruling, the user of the facility had paid or incurred more than thirty
percent of the projected cost of the facility prior to the taking of official action.
Bonds were issued to pay the cost of constructing the remaining portion of the
facility. No portion of the bond proceeds were to be used to reimburse the
user for costs paid or incurred prior to the taking of official action. The ruling
stated that the general purpose of the timing requirements is to prevent
the refinancing of facilities and reaches two conclusions without demonstrating
the interrelationship between the theories supporting such conclusions. The
ruling held that none of the bond proceeds would be used to refinance the costs
paid or incurred prior to the taking of official action and as a result the timing
requirements were satisfied. The ruling also concluded that substantially all of
the bond proceeds would be used to provide an exempt facility.
The ruling did not, however, address the question of whether the official
action requirement and substantially all requirement were separate requirements. If the official action requirement is merely a logical extension of and
If, on the other hand, X's arrangement with L is a true lease and X receives the proceeds of
the bonds issued by A to finance the costs of purchasing the facility, then arguably L has received no payment for any interest held by it in the facility. Note that if L had anticipated
the acquisition, it could have obtained official action prior to leasing the facility from X and
later acquired it through an industrial development bond financing, free from the refinancing
strictures by virtue of the exception contained in §l.103-8(a)(5)(v) of the regulations.
115. The reimbursement of amounts paid or incurred prior to the taking of official action
can be viewed as providing the owner or user of an exempt facility with working capital rather
than as providing the exempt facility. See Rev. Rul. 79-321, 1979-42 I.R.B. 8, and Rev. Rul.
77-317, 1977-2 C.B. 32. See also text accompanying notes 81-83 supra.
116. 1979-42 I.R.B. 8.
117. The regulations expressly state that to qualify as an exempt facility, such facility
must be one with respect to which the timing requirements have been satisfied. Arguably,
even the slightest construction activity occurring prior to the taking of official action disqualifies the entire project. On the other hand, a relatively recent ruling issued by the Internal Revenue Service implies, though by no means clearly, that pre-official action expenditures amounting to ten percent or less of bond issue proceeds may not disqualify the facility.
Rev. Rul. 77-292, 1977-2 C.B. 35, revised by Announcement 78-3, 1978-1 I.R.B. 18. See generally Arkuss, Corporate Finance: Using Tax-exempt Governmental Obligations to Raise Low
Interest Capital,4 TAx FOR LAw. 100, 102 (1975).

https://scholarship.law.ufl.edu/flr/vol32/iss1/1

24

Roberts: Industrial Development Bond Financing: Section 103(b) Examined

1979]

SECTION 103(b) EXAMINED

forms a part of the substantially all requirement, the conclusion in the ruling
can be taken one step further. It should be permissible not only to pay or incur
costs of an exempt facility prior to the taking of official action, but also to
finance such costs from bond issue proceeds to the extent of the ten percent
insubstantial portion allowed under the substantially all requirement.
If, on the other hand, the official action requirement and substantially all
requirement must be separately satisfied and the former is construed as prohibiting the financing from bond issue proceeds of any costs paid or incurred
prior to the taking of official action, it is difficult to contend that the official
action requirement is merely a logical application of the substantially all requirement. It can perhaps be argued that the official action requirement, like
the public use requirement, is inferred from legislative intent surrounding the
statute to limit the availability of tax exempt financing. The Treasury presumably feels that a user should finance a project from sources other than a
tax exempt issue if such user commences construction activities before receiving
assurances from an issuer that tax exempt financing will be available, and that
the official action requirement is designed to prevent second-thought financ15
ings. '
Because of the uncertainty prevailing in this regard, it is incumbent upon
the Internal Revenue Service to clarify the question. The proper interpretation
should be one which treats the official action requirement as part and parcel of
the substantially all requirement, based on the wording of the statute. Because
the Treasury has interpreted the substantially all requirement as requiring only
that ninety percent of bond issue proceeds be expended to provide an exempt
facility, it follows that up to ten percent of such proceeds should be available
to refinance expenditures paid or incurred to provide the exempt facility prior
to the taking of official action.
"Official action" is not clearly defined by the regulations, which state generally that a bond resolution with respect to the obligations must be adopted or
some other similar official action toward the issuance of the obligations taken
prior to the commencement of the construction, reconstruction or acquisition
of the fadlity"1 9 Revenue Ruling 73-186120 was the first interpretation of
what constitutes some other similar official action. In that ruling, an ordinance
had been adopted by the issuer on May 1, 1972, calling for the proposal to issue
revenue bonds to be presented to the voters for approval. The issuance of the
bonds was authorized by the volers at a special election held on June 15, 1972.
Construction did not commence until October 1, 1972. The ruling concluded
that the authorization by the voters constituted some other similar official
action taken toward the issuance of the bonds.
The meaning of official action was further construed in Revenue Ruling
74-207.221 Under the facts of that ruling, the issuer adopted a resolution on
118. Arkuss, supra note 117, at 102.
119. Reg. §1.103-8(a)(5)(iii). A slightly different requirement is imposed by the regulations
with respect to facilities the construction, reconstruction or acquisition of which commenced
before September 2, 1972. Reg. §1.103-8(a)(5)(ii).
120. 1973-1 C.B. 48.
121. 1974-1 C.B. 32.
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January 4, 1974, authorizing the execution of an agreement with an industrial
corporation obligating the issuer to construct and operate water pollution
control facilities and authorizing the issuance of bonds to finance the construction of the facilities. The resolution did not qualify as a bond resolution as
contemplated by the regulations. The agreement, which committed the issuer
to issue the bonds, was executed on January 25, 1974, and construction of the
facilities thereafter commenced. The ruling held that the resolution taken together with the agreement constituted official action within the meaning of the
regulations.
While these two rulings provided some guidance regarding the meaning of
official action, significant questions remained concerning the extent to which
the issuer had to commit itself to issue bonds prior to the commencement of
construction activities. The Internal Revenue Service then issued Revenue
Ruling 78-260,122 which amplified Revenue Ruling 73-186. Under the facts
of Revenue Ruling 78-260, the issuer adopted a resolution to issue industrial
revenue bonds on March 1, 1977. The resolution provided that the issuance
and sale of the bonds was subject to voter approval. Voter approval was obtained on June 1, 1977, but construction had already commenced two months
earlier on April 1, 1977. The Service ruled that voter approval was required
prior to the commencement of construction for such approval to constitute
some other similar official action within the meaning of the regulations. The
apparent rationale for the ruling was that the resolution did not become effective until voter approval of such resolution had been obtained. Unfortunately,
the rationale offered was the resolution adopted did not commit the issuer to
the issuance of the bonds because the resolution required voter approval and
could have been rejected by the voters.
The stated requirement for a commitment easily translates into a requirement that the issuer be legally obligated to issue bonds. As a result, many became concerned that preliminary resolutions, letters of intent and other tentative expressions of intent by an issuer would not suffice to satisfy the official
action requirement. This created serious planning problems because it could be
construed to preclude the use of interim construction financing for companies
which wished to commence construction prior to the adoption of a formal bond
resolution by the issuer.

1 23

The situation was further confused by Revenue Ruling 79-172.12 That
ruling involved the adoption of a conditional resolution to issue industrial development bonds provided the facilities would meet applicable federal, state
and local requirements for such facilities. The Internal Revenue Service held
that since the conditional resolution had been adopted prior to the commencement of construction of the facilities, it constituted official action within the
122. Id.
123. The date of adoption by the issuer of an inducement resolution is typically viewed
as the date upon which temporary financing may be obtained. This view is, however, based
on the inducement resolution being considered some other similar official action within the
meaning of the regulations. It is not clear that even the adoption of a formal bond resolution
legally commits an issuer to issue bonds.

124.

1979-1 C.B. 79.
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meaning of the regulations. It appears, however, that if the facilities failed to
meet applicable federal, state or local requirements, the issuer would, presumably, have no obligation to issue the bonds. Consequently the issuer's commitment could be viewed as, at the most, only a conditional obligation to issue
bonds.
Finally, in Revenue Ruling 79-320,125 the Internal Revenue Service attempted to clarify its interpretation of the committment requirement. The
issuer had adopted a resolution evidencing its intent to issue industrial development bonds to provide financing for an exempt facility prior to the commencement of construction activities. Although the resolution did not legally obligate
the issuer to issue bonds, it did evidence the issuer's intent to finance a specific
project. The ruling concluded that the resolution was a similar official action
within the meaning of the regulations.
The ruling also attempted to clarify the prior rulings to the extent they
utilized the term commit or committed in defining official action.126 The ruling
stated that to the extent Revenue Ruling 73-186, 74-207 or 78-260 implied that
an issuer's resolution must establish a legal obligation to issue bonds to qualify
as official action, they were so clarified. In addition, the adoption by an issuer
of a resolution evidencing a present intent to issue bonds to finance a specific
facility will now constitute some other similar official action within the meaning of the regulations. The ruling concluded that an issuer of a resolution to
issue bonds subject to voter approval, as in Revenue Ruling 78-260, has not
evidenced a present intent to issue obligations that satisfies the requirement of
the regulations on the date the resolution is adopted because the issuer lacks
the authority to effectuate such an intention without prior voter approval.
Apparently, the Internal Revenue Service is attempting to draw a distinction based upon the date a resolution becomes effective as determinative of an
issuer's expression of intent, regardless of the conditional nature of the issuer's
committment. The underlying purpose of the regulations is to require a showing that the company which plans to use tax-exempt financing was induced to
build the facility by the availability of such financing, and that the official
action required should only be such as would reasonably be relied upon by a
normal businessman. 127 The position taken by the Service in Revenue Ruling
78-260 seems consistent with this policy given the difficulty attending its implementation.22s If a company undertakes construction of an exempt facility prior

125.

1979-42 I.R.B. 7.

126. Rev. Rul. 79-172 is not referred to by the ruling. See text accompanying note 124

supra.
127. See Ritter, supra note 100, at 333.
128. The question of inducement is in reality one of subjective intent that cannot be
conclusively resolved solely by reference to the date on which a political subdivision adopts a
resolution. Tax exempt financing has become so widespread that many companies view it
simply as an alternative method for financing a particular facility which they plan td construct
in a particular locale in any case. The fact that such companies take steps to ensure that construction activities do not commence prior to the taking of official action may reflect only
that qualified counsel has been retained to advise the companies regarding such matters.
Designation of the effective date of a resolution as the date on which official action has been
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to receiving authorized assurances from the governing body of a political subdivision that tax exempt financing will be available, a reasonable inference can
be drawn that the company has other available sources of financing. Therefore,
the date on which an ordinance or resolution becomes effective can be construed as the date the issuer has officially expressed its present intent to issue
obligations and, consequently, the first date on which the company receives
some reasonable assurance that tax exempt financing will be available.
It may be argued, in favor of a more liberal standard, that any expression of
intent, however informal, evidences the genuineness of official action in situations where the bonds are in fact issued, and the point becomes moot if they are
not.1 29 Such argument leads to an unacceptable result from a policy standpoint

if inducement is the relevant consideration. An informal expression of intent
would be construed as official action or not, depending upon whether bonds
are eventually issued. This de facto determination does not necessarily lead to
the conclusion that the company was induced by the availability of tax exempt
financing to construct a particular facility. However, there may be instances of
genuine inducement evidenced only by informal assurances not the equivalent
of the type of resolution required in Revenue Ruling 79-260.130
taken does, however, provide an objective standard by reference to which companies and their
advisors can plan qualifying tax exempt financings.
129. Cf. Ritter, supra note 100, at 333 (same argument made, but in support of interpretation that official action should be considered satisfied if a reasonably specific inducement
resolution is adopted).
130. There exists language, which may be viewed as having significance to this question,
in the explanation of the conference substitute for Senate amendments, sections 9 and 10, to
H.R. 15414, 90th Cong., 2d Sess. (1968). The language in question relates to the portion of the
bill excepting from its coverage certain bonds in process of issue on the effective date of the
legislation. That language is as follows:
The conference substitute applies with respect to industrial development bonds issued on
or after May 1, 1968. As do the proposed regulations in this regard, the substitute provides certain exceptions for bonds in process of issue on the effective date of the amendment. The exceptions for bonds in process of issue extend the May 1 effective date to
bonds issued before January 1, 1969. The first two exceptions extend the effective date if,
before May 1, the governmental unit issuing the bonds, or its voters, had authorized or
approved the bond issuance, or the project in connection with which the proceeds are to
be used, or the governmental unit had made a significant financial commitment in connection with the issuance.
A governmental unit is to be considered as having approved a bond issuance within the
meaning of the first exception if it has committed the Government to issue the bonds in
question. An authorization of a bond issue, however, does not require a bonding commitment on the part of the governmental unit for this purpose. An agreement with the
principal user of the facilities to be constructed with the bond issuance, a general resolution approving an industrial development project and a bond issuance, or a resolution of
the governing body providing for submission of the bond issue to the voters is to qualify
the bond issue for this purpose. Similarly, a resolution of a local governmental unit
authorizing a bond issue but subject to approval of the State (or an agency or department
of the State) is also to qualify the bond issue. Explanation of H.R. 15414, Sec. 107, as
Agreed to in Conference.
If one accepts the foregoing as descriptive also of the type of governmental approval which
should be required to satisfy the official action requirement, Revenue Ruling 78-260 appears
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The question of inducement can only be accurately determined through
subjective inquiry into the decision-making process of the company's management. This could perhaps be accomplished by reference to a reasonable man
standard i.e., whether a reasonable businessman would have been induced by
the type of assurances given by the issuer regarding the availability of tax exempt financing for a specific project. 131 Because of the uncertainties attendant
to such an approach, it would appear that the Service has administratively provided a safe harbor in Revenue Ruling 78-260 which can be relied upon for
planning purposes. While less formal action may in appropriate circumstances
amount to some other similar official action, the cautious planner will proceed
carefully in passing on the question.
SMALL ISSUE EXEMPTON

Because the exempt facilities exemption is limited to issues the proceeds of
which are used to finance only those types of facilities enumerated by statute,
industrial development bonds issued to finance other types must qualify for
some other exemption to escape taxable treatment. One such exemption has
been carved out for certain small issues132 Generally speaking, a small issue is
an issue the aggregate authorized face amount of which is one million dollars
or less, and substantially all the proceeds of which are used to acquire, construct
or improve land or depreciable property, or to redeem part or all of a prior
exempt small issue.1 3 For purposes of determining the aggregate authorized
face amount of an issue, the statute requires certain prior outstanding issues be
taken into account. 34 The aggregate face amount of bonds which may be
issued under the exemption can be increased at the election of the issuer to ten
million dollars, provided that in determining the aggregate face amount of
such issue there must be -aken into account both the prior outstanding issues
mentioned in the preceding sentence and certain capital expenditures.35 Before
examining in greater detail the types of prior outstanding issues and capital
expenditures which must be taken into account to determine whether an issue
qualifies for the small issue exemption, a brief comparison with the exempt
facilities exemption might prove beneficial.
Both exemptions impose the substantially all requirement, although the
statutory wording is somewhat different for each exemption. 33 Both exemptions
are viewed as requiring compliance, though perhaps in varying degrees, with
the timing requirements.137 However, whereas the exempt facilities exemption
includes a public use requirement imposed by regulations, no such requirement
exists under the small issue exemption. 38 No limitations are imposed regarding
unnecessarily restrictive to the extent it deals with resolutions adopted subject to voter approval.
131. See generally text accompanying note 127 supra.
132. I.R.C. §103(b)(6).
133. I.R.C. §103(b)(6)(A).
134. I.R.C. §103(b)(6)(B). See text accompanying notes 140-181 infra.
135. I.R.C. §103(b)(6)(D). See text accompanying notes 185-202 infra.
136. See text accompanying notes 229-232 infra.
137. See text accompanying notes 235-237 infra.

138. See text accompanying notes 93-101 supra.
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the types of facilities which may be financed under the small issue exemption,
as contrasted with the requirements of the exempt facilities exemption. 139 The
exempt facilities exemption is not subject to the face amount limitations applicable to the small issue exemption, and consequently the discussion in this
part concerning prior outstanding issues and capital expenditures has no
relevance to the exempt facilities exemption.
One Million DollarLimit
Section 103(b)(6)(A) defines the one million dollar small issue exemption in
terms of the aggregate authorized face amount of the issue.140 The aggregate
authorized face amount of an issue for this purpose is determined by aggregating the outstanding face amount of certain prior exempt small issues and the
face amount of the issue of obligations in question. 14 1 The regulations provide
that the prior outstanding issues to be so taken into account include only prior
outstanding one million and five million dollar exempt small issues.' 42 The
139. While the federal statute imposes no such limitations, the types of facilities which
may be financed with industrial development bonds are normally restricted by state laws. See
generally M. ROLLINSON, supra note 5.
140. Section 103(b)(6)(A) states:
(A) In General. - Paragraph (1) shall not apply to any obligation issued as part of an
issue the aggregate authorized face amount of which is $1,000,000 or less and substantially
all of the proceeds of which are to be used (i) for the acquisition, construction, reconstruction or improvement of land or property of a character subject to the allowance for depreciation, or (ii) to redeem part or all of a prior issue which was issued for purposes described in clause (i) or this clause.
141. Reg. §l.103-10(b)(1)(i). The prior issues taken into account are described in §103(b)
(6)(B) which states:
(B) Certain Prior Issues Taken Into Account. - If (i) the proceeds of two or more issues of obligations (whether or not the issuer of each
such issue is the same) are or will be used primarily with respect to facilities located in the
same incorporated municipality or located in the same county (but not in any incorporated
muncipality),
(ii) the principal user of such facilities is or will be the same person or two or more
related persons, and
(iii) but for this subparagraph, subparagraph (A) would apply to each such issue, then,
for purposes of subparagraph (A), in determining the aggregate face amount of any later
issue there shall be taken into account the face amount of obligations issued under all
prior such issues and outstanding at the time of such later issue (not including as outstanding any obligation which is to be redeemed from the proceeds of the later issue).
142. Reg. §l.103-10(d)(3)(ii). Prior outstanding one million dollar and five million dollar
exempt small issues are the prior issues to be taken into account in determining the aggregate
face amount of a subsequent issue being tested for either the one million dollar or five
million dollar exemption. Id. The regulations have not been amended to reflect the increase
of the five million dollar small issue exemption to ten million dollars. The Revenue Act of
1978, §331, Pub. L. No. 95-600, 95th Cong., 2d Sess. (Nov. 6, 1978) amended §103(b)
(6)(D) by increasing the amount of the exempt small issue from five million dollars to
ten million dollars, effective for obligations issued after December 31, 1978, and for capital
expenditures made after December 31, 1978, with respect to obligations issued before and after
January 1, 1979.
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regulations also provide that such prior issues include only prior exempt small
issues which are industrial development bonds to which section 103(b)(1) would
have applied but for the provisions of the small issue exemption. 143 For example, such prior exempt small issues do not include issues of obligations
issued on or before April 30, 1968, nor do they include prior issues for an
exempt facility under section 103(b)(4) or an industrial park under section
103(b)(5), whether or not the issue might also have qualified as an exempt small
issue.'"
The prior exempt small issues which must be taken into account are those
the proceeds of which are or will be used primarily with respect to facilities
located or to be located in the same incorporated municipality, or located or to
be located in the same county outside of any incorporated municipality in
such county, the principal user of which will be the same person as, or a related
person with respect to, the principal user of the facilities with respect to which
the proceeds of the subsequent issue are or will be primarily used. In other
words, to be able to ascertain those prior exempt small issues the outstanding
face amounts of which count against the one million dollar limit, the focus
must be on those issues the proceeds of which were primarily used to finance
facilities which meet the jurisdictional test and the principal user test. 45 In
order to apply the foregoing, it is necessary to understand the meanings of the
terms facilities,principaluser and related persons.
The term facilities is not defined by statute or regulations1 46 Presumably,
143. Reg. §1.103-10(d)(3)(i).
144. Id.

145. No guidance is provided by statute or regulations concerning the percentage of total
proceeds required to be expended with respect to facilities before such proceeds will be considered used primarily with respect to such facilities. The United States Supreme Court has
held that, as used in §1221(l), primarily means "of first importance" or "principally"
and not merely "substantial." Malat v. Riddell, 385 U.S. 569 (1966).
This will not create a problem under circumstances involving the issuance of bonds to
finance a single integrated project. Occasionally, however, a single issue of bonds may be
issued to finance separate facilities or to finance separate components of the same facility
which are not well integrated. When this occurs, it may be difficult not only to identify what
constitutes the facility, but also to determine whether such facility is one with respect to
which the proceeds of a prior exempt small issue were primarily used.
Consider the situation where the proceeds of a single one million dollar exempt small
issue are used to finance separate, noncontiguous, nonintegrated facilities for the same user,
located in different jurisdictions. Assume that a subsequent one million dollar exempt small
issue is proposed for yet another separate facility for the same user to be located in the same
jurisdiction as either of the previously mentioned facilities. How do we determine whether the
prior exempt small issue must be taken into account? Does the answer depend on the percentage of proceeds of the prior issue used with respect to the existing facility in such jurisdiction? If so, what is the smallest percentage required to satisfy the primarily concept?
146. An undivided tenancy in common interest in a single integrated project will not be
viewed as a separate facility for purposes of the small issue exemption. Letter Ruling 7849028
(Sept. 7, 1978). The ruling recites facts involving a tenancy in common between two unrelated
private users formed for the purpose of constructing an electric generating facility. One user
had already financed the cost of constructing its interest in the facility with the proceeds of
a one million dollar exempt small issue. The other user proposed to finance the cost of constructing its interest with the proceeds of a separate one million dollar exempt small issue.
The Internal Revenue Service rejected the contenti9n that each user's interest in the project
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the facilities covered by the statute include only industrial, commercial and
other types of facilities which may be financed by the issuance of industrial development bonds pursuant to applicable state laws, because the statute refers to
facilities with respect to which the proceeds of two or more issues of obligations
are or will be primarily used.147 It is clear that only facilities which meet the
jurisdictional test are covered. The jurisdictional test focuses on the geographic
location of the facilities financed from the prior exempt small issue and of the
facilities to be financed from the proposed exempt small issue. If such facilities
are or will be located in the same incorporated municipality, or in the same
county outside of any incorporated municipality in such county, the jurisdictional test is satisfied. For purposes of this restriction, the regulations provide
as tenant in common constituted a separate facility and that each user was a principal user
only with respect to its respective interest. The Service ruled that each user was a principal
user with respect to the electric generating facility as a whole, and that only a single one
million dollar exempt small issue was permissible under the circumstances.
Reg. §1.108-7(c), Example (13), of the regulations was cited as authority for the argument
that each interest as tenant in common constitutes a separate facility. That example contains
facts involving a tenancy in common between a city and a privately owned electric generating
facility. The costs of construction were to be financed from the proceeds of the city's bonds
and from funds of the private utility. The bonds issued by the city were held not to be
industrial development bonds, based on the city's plans for sale of its share of the annual
output of the facility and based on the classification of the city's interest in the facility as a
separate facility.
While the Service ruled that the example can be relied upon only to help determine
whether bonds are industrial development bonds, and not to permit stacking or tiering of one
million dollar exempt small issues for the same facility, there is no explanation for the distinction and one is left with two seemingly inconsistent results. The basis for the distinction
can perhaps be found in the statutory language. The industrial development bond definition
considered in the example contains a security interest test the focus of which is any interest in
property used or to be used in a trade or business.The prior issues required to be taken into
account for purposes of the small issue exemption in the private letter ruling are determined
by reference to facilities. An interest as tenant in common is more readily viewed as an interest in property than as a facility. It bears noting, however, that in regulations defining the
security interest test for bonds issued to finance facilities such as electric generating facilities,
the Treasury has departed from the statutory phraseology and refers instead to the "subparagraph (5) output of the facilities." Consequently, a strong argument can be made that
the Treasury treats the terms any interest in property and facilities as synonomous for this
purpose.
It also bears noting that the prior small issue which created the problem in the private
letter ruling was an unsecured obligation. A question which might be asked is whether classification of that prior issue as an industrial development bond could have been avoided on the
ground that the security interest test had not been satisfied. Insufficient facts are recited in the
ruling upon which to form an opinion as to whether there existed an underlying arrangement
which would have satisfied the security interest test. See text accompanying notes 37-54 supra.
If the prior issue was not in fact an industrial development bond it could have been ignored
for purposes of determining the aggregate face amount of the subsequent one million dollar
exempt small issue since only prior exempt small issues are counted. See text accompanying
notes 142-144 supra.
147. Note that this observation may not hold true with respect to facilities referred to
under the capital expenditures limitation. Conceivably, the facilities referred to there might
include the personal residence or automobile of a principal user or related person. Logic
dictates that such an interpretation be rejected in favor of an interpretation which takes into
account only other facilities used in a trade or business. See I.R.C. §103(b)(6)(E).
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that a contiguous or integrated facility which is located on both sides of a
border between two or more political jurisdictions shall be treated as if it is
entirely within each such political jurisdiction. 148
The term contiguous was construed by the Internal Revenue Service in
Revenue Ruling 75-193149 as meaning adjacent. In that ruling, although the
facilities were separated by approximately three hundred feet, the parcels of
land on which they were situated were deemed contiguous. The ruling held
that the two parcels of land constituted facilities which are contiguous within
the meaning of the regulations. 5 0
The term integratedhas been somewhat more difficult to define. The Service
employed a two-factor test to decide the issue in Revenue Ruling 76-427.151
The first factor dealt with the involvement of the two facilities in various stages
of the same overall continuing manufacturing process. The second factor related
to the geographic proximity of the two facilities i.e., one-half mile under the
facts of the ruling.' s2 The Service has adhered closely to the second factor in
private rulings. Facilities were not viewed by the Service as integrated when
they were separated by distances of eight miles, 153 four miles' 54 and two and
one-quarter miles. 55 In the most recent of these private rulings, the Service
148. Reg. §1.103-10(d)(2)(i).
149. 1975-1 C.B. 44. Although the 'uling deals with the capital expenditure limitation,
the concept of a contiguous or integrated facility appears to be the same for purposes of both
the prior outstanding issues limitation and capital expenditures limitation. See Letter Ruling
7746015 (Aug. 16, 1977), citing Rev. Rul. 76-427, 1976-2 C.B. 28, as the Service's position with
respect to both limitations. Compare Reg. §l.103-10(b)(2)(ii)(e) with Reg. §1.103-10(d) (2)(i).
150. The ruling clearly demonstrates that the contiguous and integrated concepts are independent tests, and that satisfaction of either results in the facility being considered as
located in jurisdictions on each side of the boundary. Under the facts of the ruling, the
facilities were not considered integrated. There was no physical interconnection between the
two plants and no common facilities. Dissimilar processes were performed and different
products produced at the two plants. Each plant employed its own workers aside from management personnel.
151. 1976-2 C.B. 28.
152. In Rev. Rul. 76-427, 1976-2 C.B. 29, a county issued bonds to finance the acquisition
of a factory located in an unincorporated area of the county. The factory abutted the
boundary line of an incorporated municipality located entirely within the county. The
equitable owner and sole user of the facility utilized the factory to manufacture yarn of the
type that is suitable for the manufacture of carpets. All of the yarn produced in the factory
was used by the owner in its manufacture of carpets.
Subsequently, the aforementioned incorporated muncipality issued bonds to finance the
acquisition of a carpet factory located within its boundaries about one half mile from the
location of the yarn factory. Neither the carpet factory nor the land upon which it was
located abutted the city-county boundary line. The sole user and equitable owner of the yarn
factory, who was also the sole user and equitable owner of the carpet factory, used the
carpet factory to manufacture carpets from yarn produced by and transported from the yarn
factory.
The ruling concludes that the two factories are integrated facilities because the factories
are dependent upon each other for completion of the manufacturing process and because the
factories are located in the same proximity.
153. Letter Ruling 7746015 (Aug. 16, 1977).
154. Letter Ruling 7830160 (Apr. 29, 1978).
155. Letter Ruling 7934061 (May 25, 1979).
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stated: "Rev. Rul. 76-427 was intended to limit the contiguous or integrated
facility rules . . . to those facilities that are related or dependent upon each

other in function and that are no more than one-half mile from each other on
opposite sides of a jurisdictional border."156 It would appear therefore that the

Service disregards the first factor entirely if the facilities are more than one-half
mile apart.

157

Sometimes there is a question about the nature of the jurisdiction. The
Service has ruled that townships which have not elected to incorporate are not
incorporated municipalities within the meaning of the regulations and will be
treated as parts of the unincorporated area within the same county.'5 8 In still
other instances a dilemma may arise concerning whether particular facilities
are located in any political jurisdiction. It might be argued, for example, that
a prior exempt small issue the proceeds of which are used to finance movable
facilities located periodically in any of several jurisdictions need not be taken
into account because such facilities cannot be considered located in any particular jurisdiction. 159 The Service has, however, ruled that an exempt small
156. Id. The relevant jurisdictional border may be difficult to determine, depending on
the circumstances. Presumably, the contiguous or integrated facility rule was adopted by the
Treasury to prevent circumvention of the jurisdictional test through the construction and
location of two facilities actually comprising a single integrated facility on both sides of the
boundary separating the incorporated and unincorporated areas of a county. The rule is
apparently not, however, quite so limited. The jurisdictional border can be construed to
include the boundaries between counties, states or even nations (assuming, for purposes of
the prior issue limitation but not necessarily the capital expenditure limitation, that a bond
issue by a domestic governmental entity can be used to finance a project in a foreign country).
The possibility of such an interpretation apparently caused the ruling request in Letter
Ruling 7746015. The facts of that ruling involve two facilities located in two counties separated
by a state boundary. Furthermore, one facility is located wholly within an incorporated
municipality within one of the counties. The limits of the incorporated municipality are not
contiguous to the boundaries of the other county. While the ruling concludes that the two
facilities are not contiguous (presumably not integrated was intended) because not in the same
proximity, it does not address the question concerning the relevant jurisdictional border.
Since the facilities are separated by two noncontiguous boundaries, a state boundary and a
city boundary, one is tempted to argue that the contiguous or integrated facility rule has no
application under these facts. There can be no assurance, however, that the existence of more
than one jurisdictional border has any significance. Presumably, the Service will apply the
rule in cases where facilities are separated by at least one jurisdictional border and the facts
otherwise indicate an integrated facility. Cf. Rev. Rul. 75-333, 1975-2 C.B. 40 (jurisdictional
border created through annexation and separated facilities not considered contiguous or
integrated).
157. Except for the description in Rev. Rul. 76-427, there is not much published authority interpreting the first factor set forth in such ruling. The Service has ruled that the use of
approximately eight to nine percent of the products of one plant in the manufacturing
processes of a facility located nearby and owned by the same company is not a sufficient involvement between the two facilities to satisfy the first factor of the integrated facility rule.
Letter Ruling 7732047 (May 13, 1977).
158. Rev. Rul. 74-381, 1974-2 C.B. 34. The distinctions between townships with corporate
powers and incorporated municipalities are further detailed in Letter Ruling 7905076 (Nov.
1, 1978).
159. This argument was successfully made with respect to the aggregation of capital
expenditures in Letter Ruling 7934018 (May 22, 1979). In that ruling an exempt small issue
was proposed to finance the costs of constructing a maintenance and service center for a
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issue cannot be used to finance facilities having no location in a particular
jurisdiction.160 Consequently, no prior exempt small issue will exist under such
circumstances.
The prior exempt small issues which must be taken into account include
only those the proceeds of which will be primarily used with respect to facilities
in the same jurisdiction used by the same principal user or related principal
users. The term principal user is not defined by the statute or regulations. 61
Arguably, since the statute refers to the principal user, there can be only one
principal user of a facility, and the percentage of use required to be classified
as a principal user should be a percentage greater than fifty percent.16 2 The
Service, however, apparently disagrees. In recent private letter rulings, the Service has held that the term principal user means the user of more than ten
percent of a facility.163 The Service supported its conclusion by analogy to the
trucking company which owned and operated business vehicles throughout twenty-seven
states. The ruling holds that capital expenditures paid or incurred with respect to the
vehicles need not be aggregated with the face amount of the issue, because such vehicles are
not considered located in any political jurisdiction for this purpose. The ruling cites and
relies by analogy on Rev. Rul. 77-281, 1977-2 C.B. 31. Cf. Reg. §1.103-10(f), Example (11)
(capital expenditures for tractor-trailers and automotive equipment counted, if based at
terminal in particular jurisdiction).
160. Rev. Rul. 77-281, 1977-2 C.B. 31. The facts of the ruling indicate that an exempt
small issue was proposed to finance the acquisition of railroad rolling stock in the form of
locomotives and freight cars. The rolling stock was to be used to provide rail service throughout various political jurisdictions. The Service ruled that there are two preconditions to the
availability of the small issue exemption. The location of the facilities to be financed must
be established within an incorporated municipality or within a county, and the facilities
financed must be located within the boundaries of the political subdivision in which the
issuer is located. The second precondition would be considered met in circumstances reflecting a substantial connection between the facility and the issuer or political subdivision in
which the issuer is located. The ruling concludes that the proposed issue will not be an
exempt small issue because the location of the rolling stock cannot be established within any
incorporated municipality or county and there is lacking the required substantial connection
between the rolling stock and the issuer.
Since the jurisdictional test has significance under the statute only for purposes of determining prior exempt small issues and capital expenditures which must be taken into
account in determining the aggregate authorized face amount of a subsequent issue, the
Service's ruling is doubtful at best. I.R.C. §103(b)(6)(A) contains the only requirements which
must be satisfied to qualify as an exempt small issue, if one disregards prior exempt small
issues and capital expenditures. That provision contains no jurisdictional requirement. A
better reasoned approach would have required deferral to state law on the particular question
raised. The federal statute reflects no congressional intent to proscribe the financing of
facilities located outside of the issuer's boundaries.
161. The Treasury is presently considering a definition of the term principal user of a
facility. Report of Legislation and Regulations Division of I.R.S. Office of Chief Counsel on
Status as of November 30, 1979 of Regulations Projects, DAILY REPORT FOR TAx Exactrrrv
(BNA), (No. 243, Special Supplement Dec. 17, 1979).
162. The terms principaluser and substantial user are not to be confused. The definition
of substantial user in the regulations is tied to the percentage of total gross revenue derived
by all users from a particular facility or to the percentage of usable area of the facility occupied by the user. The relevant percentage required in either circumstance is more than five
percent. Reg. §1.103-11(b). For a discussion of the effects of being classified as a substantial
user, see text accompanying notes 111-114 supra and 243-245, infra.
163. E.g., Letter Ruling 7938040 (June 20, 1979) and Letter Ruling 7817108 (Jan. 30, 1978).
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substantially all requirement, under which the use of more than ten percent of
the proceeds of an industrial development obligation for a nonexempt purpose
will disqualify the obligation for the exempt facilities exemption. While it is
correct that the regulations interpreting the substantially all requirement under
the small issue exemption make reference to the regulations interpreting the
64 it requires some
same requirement under the exempt facilities exemption,
imagination to justify the application of the substantially all requirement in
the present context.
The definition of principal user adopted by the Service has an unduly restrictive effect on the availability of the small issue exemption in situations
involving multiple users of a bond-financed facility. Assume, for example, that
an industrial development authority proposes to issue a one million dollar
exempt small issue to finance the costs of constructing an office building to be
leased to nine or fewer private tenants. Each tenant is expected to occupy
eleven percent or more of the building, by area and by value, and will pay
annually eleven percent or more of total annual rentals payable with respect
to the building. The bonds will be secured by a mortgage on the building and
improvements and will be payable solely from rentals received under the
tenant leases. According to the Service's interpretation, each tenant will be
considered a principal user of the office building. Consequently, in order to
determine the prior issues which must be taken into account for purposes of
the one million dollar limitation, one must identify each facility financed with
the proceeds of an outstanding exempt small issue, located in the same jurisdiction and more than ten percent of which, by value or by rentals, is used by any
165
tenant of the office building or by related persons with respect to such tenant.
It appears, from a reading of these rulings, that the definition of principal user was being
examined for purposes of determining capital expenditures. The definition should be identical
for purposes of determining prior issues. Compare the wording of I.R.C. §103(b)(6)(B) with
I.R.C. §103(b)(6)(E).
Whether more than ten percent of a facility is being used is apparently determined on the
basis of either of two tests, at least in rental situations. A lessee will be considered to be a
principal user of a facility if it rents more than ten percent, by value, of such facility, or if
the rent paid by such lessee exceeds ten percent of the entire rent paid on the facility. Letter
Ruling 7938040 (June 20, 1979).
Both tests create problems of interpretation. With respect to the first test, how is the
value of particular space in a facility to be determined? Will occupancy of more than ten
percent of the total facility by square footage make the lessee a principal user? Will differences in the value of various parts of a facility, due to location or other factors, be taken into
account? For what period must such occupancy extend? With respect to the second test, does
entire rent paid on the facility mean total rent during the term of the bonds? Does it mean
total rent paid during the term of the leases covering space in the facility? Does it mean total
rent paid during the year in which the bonds are issued? What if only one-half of the facility
is actually rented? Is a tenant who occupies six percent of the total facility, but who pays
twelve percent of total rentals collected, due to incomplete occupancy, considered a principal
user? For similar problems under the trade or business test, see text accompanying notes 26-36
supra.
164. Reg. §l.103-10(b)(1)(ii).
165. Apparently, past use of a facility which has been terminated by the date of issuance
of the bonds need not be considered for this purpose. Letter Ruling 7851033 (Sept. 20, 1978).
For a discussion of the meaning of the term related person, see text accompanying notes 171181 infra.
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By way of illustration, assume that tenant A of the office building, or any related person with respect to tenant A, occupies space in another facility in the
same jurisdiction and such facility was financed with the proceeds of an exempt
small issue which remains outstanding. Depending on the extent of occupancy
of such facility by tenant A or the related person, it may or may not be possible
to lease space in the office building to tenant A to the extent described and still
qualify for the exemption.166
Other definitional problems with respect to the term principal user have
arisen in private letter rulings relating to the proposed financing of shopping
centers, or portions thereof, in reliance on the small issue exemption. One such
problem concerns characterization of the developer-lessor of a facility as a
principal user. Frequently, a developer will finance the construction of all or a
portion of a shopping center from the proceeds of an exempt small issue. Following completion of construction, the developer-owner will lease space to various
private tenants. The developer will normally be required to make payments to
the issuer of the bonds from rentals received from the private tenants. In other
instances, the developer may limit its activities to improving the land and common areas of a shopping center. In such cases the developer will lease only the
land to private tenants who will finance the construction of the structures they
intend to occupy in the shopping center. If a tenant finances the costs of constructing its store from the proceeds of an exempt small issue, such tenant will
normally be required to make payments to the issuer of the bonds out of the
revenues generated from operation of the store. The Service has stated in
private letter rulings that the developer will be considered a principal user in
the former situation, 167 but not in the latter.168 The Service apparently views
the developer's ownership interest in the bond-financed facility as determinative of the developer's status as a principal user.169 A finding that the developer
166.

A finding that there are other facilities which satisfy the jurisdictional test and

principal user test does not necessarily foreclose reliance on the one million dollar small issue
exemption. The rule requires only that the amounts of the proposed issue and all prior outstanding issues which must be taken into account are not to exceed one million dollars in the
aggregate. If, for example, the proposed issue for the office building is in the amount of
$750,000, such issue can qualify for the exemption if the amounts which remain outstanding
on all prior exempt small issues which must be taken into account do not exceed $250,000,
even if the original amounts of such issues exceeded that figure. In addition, if any of the
proceeds of the $750,000 issue are to be used to redeem any of the prior outstanding obligations, the amount of such prior outstanding obligations to be so redeemed does not count
against the one million dollar limit. Reg. §l.103-10(d)(1).
167.

Letter Ruling 7938040 (June 20, 1979).

168. Letter Ruling 7951067 (Sept. 20, 1979) (22-year lease from developer with renewal
options for an additional 28 years); Letter Ruling 7833014 (May 16, 1978) (50-year subordinated ground lease from developer).
169. It is not clear whether the Service views the facility in the second situation as including only the structures and not the underlying land; or whether the Service views the
land as part of the facility but considers mere ownership of the land insufficient to make the
developer a principal user of the facility. While it seems somewhat illogical to treat the
facility as not including the land on which it rests, such an approach can perhaps be justified
on the ground that the term facility includes only that portion of a project which is financed
from the proceeds of an exempt small issue. This approach may not work well under other
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is a principal user may result in failure to qualify for tax exempt financing,
because the developer is frequently involved in similar activities with respect
to other facilities in the same jurisdiction.170
In applying the principal user test with respect to facilities which meet the
jurisdictional test, it is necessary to identify both those facilities with respect to
which the principal user is the same, and those with respect to which principal
users are related persons as defined in the statute and regulations? 71 The legal
form of the principal user governs which of three Code provisions has application in determining who is a related person. If principal users are partnerships
connected through common ownership, or one is a partnership and the other a
partner in such partnership, section 707(b) is applied to determine if the
principal users are related persons. 172 If principal users are corporations connected through stock ownership, section 1563(a) is applied to determine if they
circumstances, however, such as a situation involving the financing of a facility partially
through tax exempt bonds and partially through a conventional loan.
It is also not clear whether the Service will make the same distinction under different
circumstances. What if the lease in the first situation contains a nominal purchase option and
is in effect an installment sale? Can it be concluded that the developer is a principal user
based on its ownership interest in the facility? What if the lease in the second situation does
not extend over the entire useful life of the improvements constructed by the tenants, and
ownership of such improvements passes to the developer upon expiration of the lease term?
Can it be said that the developer has no ownership interest in the facility?
In Letter Ruling 7952076 (Sept. 26, 1979), the Service may have answered the last question.
That ruling states that the lessor of land is considered the principal user of such land and the
lessor of structures on the land is a principal user of such structures if they have any value or
useful life at the end of the lease term. If the rationale of this ruling is accepted, it would
appear that the holdings of Letter Rulings 7833014 and 7951067 will not apply to the types
of lease arrangements therein examined under circumstances where the leasehold improvements have some value or useful life at the expiration of the lease. Although this ruling does
not relate to a shopping center, it does deal with a situation involving facts similar to the
shopping center problem, and is therefore considered relevant to the discussion. See also
Letter Ruling 7930052 (Apr. 25, 1979).
170. The characterization of the developer as a principal user is more likely to cause
problems under the ten million dollar small issue exemption, due to the capital expenditures
limitation having been exceeded.
171. I.R.C. §103(b)(6)(C) states:
(c) Related persons- For purposes of this paragraph and paragraph (7), a person is a
related person to another person if (i) the relationship between such persons would result in a disallowance of losses
under section 267 or 707(b), or
(ii) such persons are members of the same controlled group of corporations (as defined in section 1563(a), except that "more than 50 percent" shall be substituted for "at
least 80 percent" each place it appears therein).
172.

I.R.C. §707(b) provides, in relevant part, as follows:

(1) LOSSES DISALLOWED- No deduction shall be allowed in xespect of losses from
sales or exchanges of property (other than an interest in the partnership), directly or indirectly, between (A) a partnership and a partner owning, directly or indirectly, more than 50 percent
of the capital interest, or the profits interest, in such partnership, or
(B) two partnerships in which the same person owns, directly or indirectly, more
than 50 percent of the capital interests or profits interests. ...
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are related persons. 173 If the relationship between principal users is any one of
nine relationships designated by statute involving various combinations' of individuals, trustees, trust grantors, trust beneficiaries, corporations and controlled section 501(c)(3) organizations, section 267(b) is applied to determine
17 4
In most instances the
whether the relationship is one of related persons.
173. I.R.C. §1563(a) states, in relevant part, as follows:
(a) CONTROLLED GROUP OF CORPORTIONS - For purposes of this part, the term
"controlled group of corporations" means any group of (1) PARENT-SUBSIDIARY CONTROLLED GROUP - One or more chains of corporations connected through stock ownership with a common parent corporation if (A) stock possessing at least 80 percent of the total combined voting power of all
classes of stock entitled to vote or at least 80 percent of the total value of shares of all
classes of stock of each of the corporations, except the common parent corporation, is
owned (within the meaning of subsection (d)(l)) by one or more of the other corporations; and
(B) the common parent corporation owns (within the meaning of subsection (d)(1))
stock possessing at least 80 percent of the total combined voting power of all classes of
stock entitled to vote or at least 80 percent of the total value of shares of all classes of
stock of at least one of the other corporations, excluding, in computing such voting
power or value, stock owned directly by such other corporations.
(2) BROTHER-SISTER CONTROLLED GROUP - Two or more corporations if 5 or
fewer persons who are individuals, estates, or trusts own (within the meaning of subsection
(d)(2)) stock possessing (A) at least 80 percent of the total combined voting power of all classes of stock
entitled to vote or at least 80 percent of the total value of shares of all classes of the
stock of each corporation, and
(B) more than 50 percent of the total combined voting power of all classes of stock
entitled to vote or more than 50 percent of the total value of shares of all classes of
stock of each corporation, taking into account the stock ownership of each such person
only to the extent such stock ownership is identical with respect to each such corporation....
I.R.C. §103(b)(6)(c)(ii) provides that in applying §1563(a) the phrase more than 50 Percent shall be substituted for the phrase at least 80 percent in each place that it appears.
174. I.R.C. §267(b) provides:
(b) RELATIONSHIPS- The persons referred to in subsection (a) are:
(1) Members of a family, as defined in subsection (c)(4);
(2) An individual and a corporation more than 50 percent in value of the outstanding stock of which is owned, directly or indirectly, by or for such individual;
(3) Two corporations more than 50 percent in value of the outstanding stock of each
of which is owned, directly or indirectly, by or for the same individual, if either one of
such corporations, with respect to the taxable year of the corporation preceding the date
of the sale or exchange was, under the law applicable to such taxable year, a personal
holding company or a foreign personal holding company;
(4) A grantor and a fiduciary of any trust;
(5) A fiduciary of a trust and a fiduciary of another trust, if the same person is a
grantor of both trusts;
(6) A fiduciary of a trust and a beneficiary of such trust;
(7) A fiduciary of a trust and a beneficiary of another trust, if the same person is a
grantor of both trusts;
(8) A fiduciary of a trust and a corporation more than 50 percent in value of the
outstanding stock of which is owned, directly or indirectly, by or for the trust or by or
for a person who is a grantor of the trust; or

Published by UF Law Scholarship Repository, 1979

39

Florida Law Review, Vol. 32, Iss. 1 [1979], Art. 1

UNIVERSITY OF FLORIDA LAW REVIEW

[Vol. XXX.H

determination that persons are or are not related persons is made on the date of
issue of the bonds. 75
To illustrate the related person concept, assume the following factual situation. Corporation A has been formed to own and operate a manufacturing
facility in County M. The costs of constructing the facility will be financed
from the proceeds of a one million dollar exempt small issue. Corporation A
will be the only principal user of the facility. All of the common shares of
Corporation A are owned equally by two individuals, X and Y. X and Y are
also equal partners in Partnership XY which is a principal user of another
facility in County X1 which was financed from the proceeds of an exempt small
issue which remains outstanding. It is also proposed that nonvoting preferred
stock of Corporation A be issued to Corporation Z. The value of such preferred
stock equals seventy-five percent of the value of all shares, common and preferred, of Corporation A. Corporation Z is a principal user of another facility
located in County M which was financed from the proceeds of an exempt small
issue which remains outstanding.
It is helpful to first identify the potentially related persons who are also
principal users of facilities located in the same jurisdiction which were financed
from the proceeds of outstanding exempt small issues, before attempting to
determine conclusively whether such persons are related persons to Corporation A. 17 6 The facts indicate that Partnership XY and Corporation Z are
each principal users of facilities located in the same jurisdiction, financed
from the proceeds of outstanding exempt small issues. The next step is to
ascertain which rule applies in determining whether Partnership XY or Corporation Z is a related person to Corporation A. Taking Partnership XY
first, it appears that Partnership XY and Corporation A are related through
common ownership by individuals X and Y. If Partnership XY were a corporation, section 1563(a)(2) dealing with brother-sister controlled groups might
apply to make Partnership XY and Corporation A related persons. If, on the
other hand, Corporation A were a partnership, section 707(b)(1)(B) might
apply to deem Partnership XY and Corporation A related persons. Neither of
these sections appears to have application, leaving only section 267. Nowhere
in section 267 is there a reference to transactions between a partnership and a
corporation connected through common ownership."' The regulations under
section 267 operate to plug this apparent loophole, however, by treating any
(9) A person and an organization to which section 501 (relating to certain educational and charitable organizations which are exempt from tax) applies and which is
controlled directly or indirectly by such person or (if such person is an individual) by
members of the family of such individual.
175. Reg. §1.103-10(e). It should be noted that for purposes of the capital expenditures
limitation, discussed hereinafter, the status of related persons may be accorded with retroactive effect in certain circumstances. Reg. §l.103-10(b)(2)(v)(a), (b), (c) and (d).
176. Corporation A is the sole principal user of the facility to be financed. Consequently,
to determine the prior issues which must be taken into account, it is necessary to identify
related persons to Corporation A alone. If there were more than one principal user of the
facility, a similary inquiry would be required with respect to each such principal user. See
text accompanying notes 165-170 supra.
177. See I.R.C. §267(b).
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transaction between a partnership and a person other than a partner as occurring between the other person and each member of the partnership separately.'7 8 Therefore, if an individual partner and the other person are within
any of the relationships specified in section 267(b), the partnership and the
other person will apparently be considered related persons. 79 Even if this interpretation is correct, application of the regulations to the present facts leads
to the conclusion that Partnership XY and Corporation A are not related
persons, because the common stock deemed held by X or Y as individuals
constitutes less than fifty percent of the value of all outstanding stock of Corporation A.280
Looking next at Corporation Z, it would appear that section 1563(a) might
have application since Corporation Z owns preferred stock of Corporation A.
Section 1563(a)(1) requires that Corporation Z own stock of Corporation A
possessing at least eighty percent of the total combined voting power of all
classes of stock entitled to vote, or that Corporation Z own stock possessing at
least eighty percent of the total value of shares of all classes of stock of Corporation A. Because the preferred stock owned by Corporation Z is nonvoting, the
first test is not met. The second test would also appear not to be met since
Corporation Z owns only seventy-five percent by value of the stock of CorporaA. It must be remembered, however, that section 103(b)(6)(c)(ii) reduces the
eighty percent requirements of section 1563(a) to fifty percent. While this might
seem to resolve the question and cause one to conclude that Corporation Z and
Corporation A are related persons for purposes of section 103(b)(6)(c)(ii), there
remains one final inquiry under section 1563. Section 1563(c)(1)(A) states that
the term stock does not include "nonvoting stock which is limited and preferred
as to dividends." If the nonvoting preferred shares held by Corporation Z are
covered by the phrase in section 1563(c)(1)(A), it must be concluded that Corporation A and Corporation Z are not related persons.' 81 If neither Partnership
178. Reg. §1.267(b)-l(b).
179. The regulations provide only that the related partner and the other person will be
subject to the disallowance provisions of I.R.C. §267(a), and that the other partners will not
be subject to such provisions. While one might argue that every partner must be a related
partner to the other person before the partnership should be considered a related person to
the other person under I.R.C. §103(b)(6)(C)(i), presumably the Service will consider the partnership a related person if any partner is a related partner to such other person. A similar
problem exists under I.R.C. §333(a) when one attempts to determine whether a corporation
is a collapsible corporation to which I.R.C. §341(a) applies. Since I.R.C. §341(a) applies to
shareholders and not to corporations, the Service may argue that application of I.R.C. §341(a)
to any shareholder of the corporation precludes use of I.R.C. §333 by the corporation.
180. I.R.C. §267(c)(3) states that in applying §267(b) an individual owning stock in
a corporation shall be considered as owning the stock owned by his partner. Consequently,
X and Y are each considered to own all the common stock of Corporation A, for purposes of
§267(b). If Corporation A only had common stock outstanding, either X or Y would
come within the relationship specified in §267(b)(2) and Partnership XY would probably be deemed a related person to Corporation A by virtue of Reg. §1.267(b)-1(b) of the
regulations. Section 267(b)(2) requires, however, that more than 50 percent in value of the
stock of Corporation A be owned by X or Y, and the facts indicate that all the common stock
of Corporation A equals only 25 percent of all shares, common and preferred, of Corporation
A.
181. The purposes of the corporation seeking tax exempt financing and the purposes of
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XY nor Corporation Z are determined to be related persons to Corporation A
within the meaning of section 103(b)(6)(c), the outstanding exempt small issues
relating to the facilities of Partnership XY and Corporation Z need not be
taken into account for purposes of computing the aggregate authorized face
amount of the exempt small issue relating to the facility to be constructed by
Corporation A.
Ten Million DollarLimit
Section 103(b)(6)(D) provides that the issuing state or local governmental
unit may elect to have an aggregate authorized face amount of ten million
dollars or less in lieu of the one million dollar exemption with respect to issues
18 2
The election is made
of obligations which are industrial development bonds.

by means of a statement signed by a duly authorized official that the governmental unit elects to have the ten million dollar exemption apply to an issue
of industrial development bonds.1 .

3

As is the case with the one million dollar

the corporate investor investing in the corporation's preferred shares may be in conflict. Using
the example in the text, Corporation A may prefer that Corporation Z take debentures instead of preferred stock to avoid any possibility of a related person challenge. Corporation Z,
on the other hand, may wish to acquire as much control of Corporation A as possible to
protect its investment and, therefore, may prefer voting stock. In addition, if Z is to receive
a periodic return on its investment, it may wish to avail itself of the dividend exclusion provided by I.R.C. §243(a). Consequently, the parties frequently turn to preferred stock as a
compromise. If preferred stock is selected, Corporation A must be careful that such stock is
nonvoting and limited as to dividends. Corporation Z may negotiate for contingent voting
rights, which become exercisable upon the occurrence of certain stated events. The regulations under §1563(c) provide no guidance concerning what constitutes voting stock, and
reference must be made to other provisions which deal with this question, such as §1504(a)
and the authorities interpreting such provision. See, e.g., Vermont Hydro-Electric Corporation, 29 B.T.A. 1006 (1934) (nonvoting preferred stock with voting rights contingent
upon default in dividends not "voting stock"); Rev. Rul. 71-83, 1971-1 C.B. 268 (nonvoting
preferred stock convertible into common voting stock not "voting stock"). As to the meaning
of "limited and preferred as to dividends," see Pioneer Parachute Co. v. Commissioner, 162
F.2d 249, 1947-2 U.S.T.C. 9511 (2d Cir. 1947) (participating nonvoting preferred stock is
not "limited and preferred as to dividends"); accord, Rev. Rul. 79-21, 1979-1 C.B. 290.
182. See also Reg. §1.103-10(b)(2)(i).
183. Reg. §l.103-10(b)(2)(vi)(a). The statement must be filed prior to the issuance of the
obligations with the district director or director of the regional service center with whom the
principal user or users of the proceeds of such issue, or facilities acquired, constructed, reconstructed, or improved with the proceeds of such issue, are required to file their income tax
returns for the taxable year during which the election is made. Id. Conceivably, multiple
elections may be required in multiple user situations. See text accompanying notes 165-170
supra. The form of the statement is set forth in the regulations. Reg. §l.103-10(b)(2)(vi)(B).
Each principal user is also required to file a supplemental statement, listing §103(b)(6)(D)
capital expenditures, with subsequent income tax return. Reg. §l.103-10(b)(2)(vi)(c).
Once made, the election cannot be revoked. Rev. Rul. 76-375, 1976-2 C.B. 27. Rev. Rul.
76-375 should be construed as applying only to industrial development bonds. There may
exist situations where it will not be clear that obligations will be characterized as industrial
development bonds, and a protective election may appear necessary. For example, a financing
may be structured so that an exempt person will be the apparent user of the facility. It may
be contemplated, however, that a nonexempt operator will manage and operate the facility

for the exempt person. Depending on the management agreement's terms, the indirect use
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limit, certain prior outstanding exempt small issues must be taken into account
in computing the aggregate authorized face amount of an issue of obligations
issued under the ten million dollar small issue exemption' 8 4
In addition, the statute requires that there be taken into account for this
purpose all section 103(bX6XD) capital expenditures.8 5 The rules defining
these includable capital expenditures are very similar to those which define the
prior outstanding exempt small issues which must be taken into account. An
expenditure is an includable capital expenditure if it is paid or incurred with
respect to subparagraph (E) facilities during the applicable six-year period.
Generally speaking, subparagraph (E) facilities are facilities located in the
same incorporated municipality or in the same county, but not in any incorporated municipality, the principal user of which is or will be the same person
or related persons. 8 6 In other words, subparagraph (E) facilities include only
facilities which meet the jurisdictional test and principal user test discussed in
the previous section dealing with prior issues under the one million dollar
limit.87 In order to be an includable capital expenditure, it must also be paid
or incurred with respect to such facilities during the six-year period beginning
three years before and ending three years after the date of issuance of the obligations. 8 Such expenditures do not, however, include capital expenditures
financed out of the proceeds of the proposed issue or the proceeds of prior
outstanding one million dollar and ten million dollar exempt small issues. 8 9
by the nonexempt person may or may not amount to sufficient indirect use to cause the bonds
to be considered industrial development bonds. See text accompanying notes 18-24 supra. If
the issue would qualify for the ten million dollar small issue exemption if it were classified as
an industrial development bond, it may be advisable to have the issuer make the small issue
election in case the bonds are later viewed as industrial development bonds. If such election
is made, it should not preclude the issuer from claiming that the bonds are not industrial
development bonds.
184. See text accompanying notes 140-181 supra.
185. I.R.C. §103(b)(6)(D)(ii).
186. I.R.C. §103(b)(6)(E).
187. The application of the jurisdictional test and principal user test under the capital
expenditures limitation is virtually identical to the application of such tests under the prior
issues limitation previously examined. See text accompanying notes 144-181 supra.
188. I.R.C. §103(b)(6)(D)(ii).
189. Reg. §§l.103-10(b)(2)(ii)(a) and 1.103-10(b)(2)(i)(a). It should be noted, however, that
capital expenditures financed from the proceeds of prior exempt small issues are excluded only
to the extent such issues remain outstanding. Capital expenditures paid or incurred during
the three-year period preceding the date of issuance of new obligations are counted to the
extent they relate to the retired portion of a prior outstanding exempt small issue. Rev. Rul.
76-98, 1976-1 C.B. 31.
It should also be noted that only capital expenditures financed from the proceeds of prior
exempt small issues are disregarded. Capital expenditures financed from the proceeds of
subsequent exempt small issues are not to be disregarded, if paid or incurred within the
relevant six-year period with respect to subparagraph (e) facilities. In addition, capital expenditures paid with respect to an exempt facility or industrial park and financed from, the
proceeds of issues which are exempt from industrial development bond classification, by
reason of I.R.C. §1050)(4) or (5) are includable capital expenditures if paid or incurred
within the relevant six-year period and the jurisdictional test and principal user test are
satisfied. Reg. §1.103-10(b)(2)(iii). In the case of an industrial park, however, only the land
costs allocated on an area basis to the plant site and the actual cost of any improvements made
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In general, includable capital expenditures include capital expenditures
properly chargeable to the capital account of any person or state or local government, whether or not such person is the principal user of the facility or a
related person, as determined for this purpose without regard to any rule of the
Code which permits expenditures properly chargeable to capital account to be
treated as current expenses. 190 For example, includable capital expenditures
include interest paid during the period of construction from sources other than
bond issue proceeds, regardless of whether such interest is fully capitalized for
tax purposes pursuant to section 266.191 It bears emphasizing that includable
capital expenditures include those properly chargeable to the capital account
of any person with respect to subparagraph (E) facilities. Consequently, a review of capital expenditures paid or incurred with respect to subparagraph (E)
facilities cannot be limited to those made by principal users or related persons.
For example, expenditures paid by a contractor who holds title to the facility
will not be ignored, because such expenditures are properly chargeable to the
contractor's capital account.1 92 Likewise, expenditures paid or incurred by an
equipment manufacturer with respect to equipment ordered for installation in
a facility will not be ignored simply because such expenditures were made by
9
someone other than the principal user of the facility.1 3
Includable capital expenditures are only those which are paid or incurred
within the relevant six-year period. While the date on which expenditures are
paid may be easy enough to determine, the date on which expenditures are incurred is not always clearly ascertainable. The Service apparently views the date
on which liability for payment of the expenditure is fixed as the date upon
which such expenditure is incurred.19 4 This in turn appears to be governed by
whether the obligation to make expenditures is a dependent or independent
contractual condition. In Revenue Ruling 76-132,195 lump-sum timber cutting
contracts requiring fixed payments at certain dates regardless of actual timber
cutting activities were viewed as creating capital expenditures at the time of
their execution, while pay-as-cut contracts requiring payments only as timber
was cut were considered as creating capital expenditures only when the timber

on the plant site, or to be used principally in connection with the actual plant site occupied
by a principal user or a related person, are taken into account. Id. See also Reg. §1.103-10(),

Example (15).
190. See Reg. §l.103-10(b)(2)(ii)(e). For a fairly detailed discussion of various categories of
capital expenditures, see Wade, Industrial Development Bonds--The Capital Expenditure
Rule for $10,000,000 Small Issues, 34 Bus. LAW. 1771 (1979).
191. Rev. Rul. 75-185, 1975-1 C.B. 43.

192.

Rev. Rul. 74-485, 1974-2 G.B. 32.

193. Rev. Rul. 78-347, 1978-2 C.B. 101. This ruling clarifies Rev. Rul. 74-485 by stating
that the principal user is deemed to have incurred capital expenditures concurrently with the
contractor or manufacturer. The amount of capital expenditures considered paid or incurred
with respect to the facility during the six-year period is determined by multiplying the total
purchase price or contract price by the percentage of the manufacturer's or contractor's total
cost paid or incurred on or before the last day of such six-year period.

194. Rev. Rul. 76-132, 1976-1 C.B. 32.
195. Id.
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was cut. Likewise, in Revenue Rulings 74-485196 and 78-347,197 the making of
expenditures by the contractor and manufacturer were viewed as fixing the
company's liability for a pro rata percentage of the contract price as such expenditures were made.198
In addition to the obvious expenditures for land, bricks and mortar, equipment, and various financing costs associated with projects, there exist less obvious includable capital expenditures made with respect to facilities. The Service has privately ruled that the acquisition of the controlling stock interest in a
corporation represents, in substance, the acquisition of the underlying assets of
the corporation. The purchase price of the stock is therefore deemed a capital
expenditure with respect to facilities.199 If'such corporation owns more than one
facility, the amount of the includable capital expenditures is computed by
multiplying the purchase price of the stock by the percentage of all the corporation's assets which are located in the relevant jurisdiction. It is difficult to
justify the position taken by the Service on this question. Equating a stock
purchase with an asset acquisition ignores substantive differences between the
two types of transactions. 200 While circumstances may exist where a stock pur196. See note 192 supra.
197. See note 193 supra.
198. Note that two persons are actually making capital expenditures with respect to the
facility. The contractor or manufacturer is paying capital expenditures as it pays the costs of
materials, supplies and labor. The company, on the other hand, is incurring capital expenditures under the contract as the contractor's or manufacturer's performance under such contract
fixes the company's liability. Apparently, the Service views only the contract price as an
includable capital expenditure. For a criticism of the treatment of the contract price, instead
of the actual cost as the includable capital expenditure, see Wade, supra note 190, at 1778.
While it may be argued, in some instances, that there is no duplication of capital expenditures, because the contractor pays capital expenditures on behalf of the company and is
merely reimbursed, it is clear that the contractor's profit paid by the company under the
construction contract is a capital expenditure which will be charged to the company's capital
account with respect to the facility. It is reasonable to conclude that the company incurs an
obligation to pay a percentage of the contractor's profit concurrently with the contractor's
performance.
It should be observed that the Service probably does not apply this same rationale in
construing the official action requirement discussed earlier. Apparently, the signing of a construction contract prior to the taking of official action will cause the timing requirements to
be violated even though the company incurs no obligation for expenditures pursuant to such
contract except as the contractor performs, and all such performance occurs after the taking
of official action.
199. Letter Ruling 7939033 (June 26, 1979) clarified by Letter Ruling 7946049 (Aug. 17,
1979). Classification of the purchase price as a capital expenditure with respect to the facilities
of the purchased corporation may cause the ten million dollar limitation to be exceeded
where a ten million dollar exempt small issue has been issued within the past three years with
respect to other facilities located in the same jurisdiction the principal user of which is the
stock purchaser or related persons or with respect to the facilities deemed acquired by virtue
of the stock purchase. But see Letter Ruling 7916021 (Jan. 16, 1979) (amount of prior exempt
issue attributable to the acquisition of depreciable tangible assets comprising facility allowed
as an offset against amount of capital expenditures resulting from acquisition of stock of
corporation owning such facility followed by a liquidation transaction).
200. For example, the depreciable basis of the corporate assets remains the same in a
stock acquisition, but is adjusted to reflect the purchase price in an asset acquisition.
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chase will be treated as an asset acquisition, such as where the purchase is immediately followed by a liquidation of the corporation, 20 1 the acquisition of
stock by itself should not be considered a capital expenditure with respect to
facilities.202

Other expenditures which are not always clearly identified with respect to a
particular facility are those which are capital in nature but which relate to no
ascertainable tangible asset, such as research and experimental expenditures.
Research and experimental expenditures are properly chargeable to the taxpayer's capital account in the absence of an election to deduct such expenditures
pursuant to section 174.203 Consequently, such payments will constitute includable capital expenditures, whether deducted or not, if paid or incurred with
respect to subparagraph (E) facilities within the relevant six-year period. It is
sometimes difficult to determine whether, or in what amount, research and
experimental expenditures are paid or incurred with respect to a particular
facility. The fact that such expenditures are paid or incurred at a facility located in another jurisdiction will not preclude treatment of the expenditures
as includable expenditures with respect to a proposed facility to be financed
201. See Letter Ruling 7916021 (Jan. 16, 1979).
202. Probably the most accurate analysis is that a capital expenditure with respect to
facilities is paid or incurred in a stock purchase transaction only when the purchase is followed by a liquidation in which such facilities are distributed in exchange for stock, and the
Service is incorrect in concluding that a stock purchase, without more, is a capital expenditure
with respect to facilities. The acquisition of the underlying assets and, therefore, the capital
expenditure, occur by virtue of the liquidation, rather than as a result of the initial purchase of the stock.
Application of the Service's rationale in another context creates an interesting possibility.
If the acquisition of the controlling stock interest in a corporation is in substance the
acquisition of the underlying assets, then perhaps tax exempt financing should be available as
a means of financing the purchase of stock of a corporation instead of its assets. The nature
of the corporation's underlying assets would determine if the exempt facilities exemption is
available. Likewise, the amount to be paid for the stock would govern whether the small
issue exemption is available. Compliance with the substantially all requirement would depend on how the stock purchase price is allocated among the underlying assets. A redemption
of the stock of existing shareholders might be required in connection with the stock acquisition to reduce cash, securities, accounts receivable and other current assets which might be
construed as working capital items.
While the foregoing may constitute only a novel hypothesis in the context of a stock
purchase transaction such as the one with respect to which the Service issued Letter Ruling
7939033, it may not be quite as far-fetched in a stock purchase-liquidation transaction, with
respect to which there exists a reasonable basis for concluding that assets have in fact been
acquired by the stock purchaser. Such rationale supports the basis adjustment under
§334(b)(2) with respect to certain stock purchase-liquidation transactions effected pursuant to
§332. See B. BITrKE R& J. EusTicE, FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS, ch. 11, 11.44 (4th ed. 1979). While it is interesting to speculate that the substance and practical effect of a stock purchase-liquidation transaction may justify the use of
tax exempt financing in that circumstance, it is doubtful that any state law can be safely
construed to permit the use of revenue bond financing to purchase corporate stock. Perhaps,
such a financing could be structured as a sort of hybrid financing pursuant to Rev. Rul. 63-20,
which is frequently relied upon as authority for financings not expressly permitted under state
law. See Rev. Rul. 63-20, 1963-1 C.B. 24, and note 3 supra.
203. I.R.C. §174(a)(1).
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from the proceeds of a ten million dollar exempt small issue, if the circumstances indicate that the expenditures relate to the development of new products to be produced in that facility. 20 4 In fact, they will not be treated as capital
expenditures with respect to the facilities at which the research activities are
conducted if such expenditures relate to the development of products to be
produced at other facilities. 20 5 Where these payments relate to the development
of products to be produced at more than one facility, such expenditures must
be allocated among such facilities on the basis of the percentage of production
20 6
to be accomplished at each facility.
Similar treatment is required with respect to capital expenditures paid or
incurred for tangible assets in one jurisdiction which are to be installed in a
bond-financed facility located in another jurisdiction. The Service ruled in
Revenue Ruling 78-59207 that these are includable capital expenditures. Under
the facts of that ruling, a subsidiary corporation manufactured equipment at
its facility for installation in its parent's facility in County M. The equipment
was to be distributed by the subsidiary to the parent as an in-kind dividend.
Since the manufacture and distribution of the equipment were to occur within
three years of the date bonds were to be issued with respect to the parent's
facility in County M, the cost of manufacturing such equipment was considered an includable capital expenditure with respect to such facility. 08 More
204. Rev. Rul. 77-27, 1977-1 C.B. 23.
205. Rev. Rul. 77-253, 1977-2 C.B. 40.
206. Id. To illustrate the difficulties attendant to the determination of includable capital
expenditures in some instances, assume the following facts. Developer plans to finance the
costs of constructing an office building in County M with the proceeds of a ten million dollar
exempt small issue. Developer plans to lease space to various unrelated parties, including
Corporation A which will occupy fifteen percent of total space in the building. Corporation A
is a wholly-owned subsidiary of Corporation P, which is located in another state. Corporation
P also owns all of the stock of Corporation B, which owns and operates a manufacturing facility
in County M, and all of the stock of various other corporations which own and operate
manufacturing facilities in other jurisdictions. Corporation P annually pays or incurs substantial research and development expenditures with respect to the development of new
products to be produced at the manufacturing facilities of its subsidiaries. In determining
includable capital expenditures with respect to the office building, Developer will have to take
into account some portion of the research and development expenditures of Corporation P
during the preceding three-year period since some portion will be allocable to the manufacturing facility of Corporation B located in County M, and since Corporation B is a related
person to Corporation A, which is considered by the Service to be a principal user of the
office building. In addition, research and experimental expenditures paid or incurred by
Corporation P during the three-year period following issuance of the bonds can cause the ten
million dollar limitation to be exceeded.
207. 1978-1 C.B. 30.
208. The amount to be taken into account as includable capital expenditures in the
ruling was to be determined by reference to the subsidiary's cost for the items, based on the
subsidiary's method of inventory valuation for products of that type. Cf. Reg. §1.103-10(b)(2)
(iii) (amount of capital expenditures determined by reference to fair market value of property
with respect to which expenditures made, when made by a person other than the user of the
facility or a related person, and actual amount cannot be ascertained). See also Reg. §1.10310(f), Example (12) (expenditures not counted when paid or incurred for equipment in one
jurisdiction for installation in bond-financed facility in another jurisdiction where such expenditures are made outside of the six-year period).
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difficult questions are presented when expenditures are paid or incurred within
the relevant six-year period, but their relationship to a particular facility arises
later. Presumably, the relevant inquiry will be directed at the intended relationship of the expenditures to a particular facility at the time they are paid or
incurred.209

Not every capital expenditure paid or incurred with respect to subparagraph
(E) facilities within the applicable six-year period is an includable capital expenditure. The regulations list five types of capital expenditures which will be
considered excluded expenditures, 10 and contain two transactional exemptions
from includable capital expenditure characterization. 21 ' Generally speaking, a
capital expenditure will be treated as an excludable expenditure if (i) it is
made by a public utility or a governmental unit with respect to utility lines or
2 2
(ii) it is made by a
facilities which are the property of such utility or unit,"

person other than the user, a related person or a governmental unit with respect to personal property leased by the user or a related person from a manufacturer or commercial lessor in a customary arrangement, 21' (iii) it is made to
replace property damaged by casualty with property of equal value, 214 (iv) it is

209.
210.
211.
212.

For a discussion of this and related problems, see Wade, supranote 190, at 1780.
Reg. §l.103-10(b)(2)(iv).
Reg. §1.103-10(b)(2)(v).
Reg. §1.103-10(b)(2)(iv)(a) states as follows:

(a) A capital expenditure is an excluded expenditure if either it is made by a public
utility company which is not the principal user of the facility financed by the proceeds of
the issue in question (or a related person) with respect to property of such company, or it
is made by a State or local governmental unit with respect to property of such unit, and
if in either case it meets all of the following three conditions: Such property of such company or unit (as the case may be) must be used to provide gas, water, sewage disposal
services, electric energy, or telephone service. Such property must be installed in, or connected to, the facility but must not consist of property which is such an integral part of
the facility that the cost of such property is ordinarily included as part of the acquisition,
construction, or reconstruction cost of such facility. Such property must be of a type
normally paid for by the user (or a related person) in the form of periodic fees based upon
time or use.
213.

Reg. §1.103-10(b)(2)(iv)(b) states as follows:

(b) A capital expenditure is an excluded expenditure if it is made by a person other
than the user, a related person, or a State or local governmental unit and if it is made with
respect to tangible personal property (within the meaning of paragraph (c) of §1.48-1), or
intangible personal property, leased to the user (or a related person) of a facility. However, the preceding sentence shall apply only if such personal property is leased by the
manufacturer of such tangible or intangible personal property, or by a person in the trade
or business of leasing property the same as, or similar to, such personal property, and only
if, pursuant to general business practice, property of such type is ordinarily the subject of
a lease.
214.

Reg. §1.103-10(b)(2)(iv)(c) states as follows:

(c) A capital expenditure is an excluded expenditure if it is made to replace property
damaged or destroyed by fire, storm, or other casualty, to the extent that these expenditures do not exceed in dollar amount the fair market value (determined immediately
before the casualty) of the property replaced.
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required by a change in law after the issuance date, 215 or (v) it is required by
circumstances which could not have been reasonably foreseen and it does not
216
exceed one million dollars.
Only the second category of excludable expenditures is useful from a planning standpoint, since the other four categories relate to expenditures or events
beyond the user's control. The leasing of equipment or other items of personal
property can prove to be very helpful in financings in which the ten million
dollar limitation is close to being exceeded. By leasing equipment or other
items of personal property, the user of a facility can sometimes qualify a proposed issue for the ten million dollar small issue exemption in circumstances
where a purchase of such property would result in the ten million dollar
limitation being exceeded.
The regulations classifying expenditures with respect to leased property as
excluded expenditures were construed by the Service in Revenue Ruling
77-262.217 Under the facts of that ruling, County M proposed to issue bonds to
finance the costs of constructing a manufacturing facility for lease to Corporation X. Corporation X planned to lease certain equipment from a company engaged in the business of leasing such equipment pursuant to a lease agreement
which complied with the requirements of Revenue Procedure 75-21.218 The
equipment consisted of items of general use that, pursuant to general business
practice, were ordinarily leased. Such equipment was to be anchored to the
215. Reg. §1.103-10(b)(2)(iv)(d) states as follows:
(d) A capital expenditure is an excluded expenditure if it is required by a change made
after the date of issue in a Federal or State law, or a local ordinance which has general
application, or if it is required by a change made after such date in rules and regulations
of general application issued under such law or ordinance.
216. Reg. §1.103-10(b)(2)(iv)(e) states as follows:
(e) A capital expenditure is an excluded expenditure if it is required by or arises out
of circumstances which could not reasonably be foreseen on the date of issue or which
arise out of a mistake of law or fact. However, the aggregate dollar amount taken into
account under this subdivision (E) with respect to any issue may not exceed $1,000,000.
With respect to expenditures incurred prior to December 11, 1971, the dollar amount
specified in the preceding sentence shall be $250,000.
See also Rev. Rul. 75-147, 1975-1 C.B. 41.
217. 1977-2 C.B. 41.
218. 1975-1 C.B. 715. This revenue procedure sets forth the guidelines that the Service
will apply for advance ruling purposes in determining whether certain transactions purporting to be leases are, in fact, leases for federal income tax purposes. The revenue procedure
focuses on so-called leveraged leases which normally involve a lessor, a lessee, and a lender to
the lessor. Such leases are net leases, the lease term covers a substantial portion of the useful
life of the leased asset, and the lessee's payments are sufficient to discharge the lessor's payments to the lender. Generally speaking, the Service will not rule that a transaction is a true
lease unless (i) the lessor has incurred and maintained a minimal investment equal to twenty
percent of the cost of the property, (ii) the lessee has no right to purchase except at fair
market value, (iii) no part of the cost of the property is furnished by the lessee, (iv) the
lessee has not lent any part of the cost of the property to the lessor nor guaranteed indebtedness of the lessor incurred in connection with the acquisition of the property, and (v) the
lessor must demonstrate that it expects to receive a profit on the transaction other than the
benefits received solely from the tax treatment,
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floor of the facility by lag bolts, but not incorporated into the structure. The
ruling held that the amounts paid by the leasing company with respect to the
acquisition of the equipment and the amounts paid by Corporation X to the
leasing company as rentals were excluded expenditures. It is unclear to what
extent compliance with the requirements of Revenue Procedure 75-21 will be
required for a lease arrangement to be characterized as one referred to in the
regulations.219 It appears in private rulings that the Service applies the principles set forth in Revenue Ruling 55-54022o in analyzing purported lease transactions.221 The rule treating the cost of leased property as an excluded expenditure relates only to personal property, and therefore cannot be relied upon to
avoid capital expenditure characterization with respect to the cost of leased
realty.

2 22

The regulations also provide exemptions from characterization as includable
capital expenditures in the case of an acquisition of assets of one corporation
by another in a transaction to which section 381(a) applies,223 and in the case
of a transfer of property to a corporation solely in exchange for stock or se219. This is especially true since the United States Supreme Court decided Lyon Co. v.
United States, 435 U.S. 561, 1978-1 U.S.T.C. 9370 (U.S. 1978) (sale-leaseback distinguished
from financing transaction based on a multiple-factor analysis). See also Zarrow & Gordon,
Supreme Court's Sale-leaseback Decision in Lyon Lists Multiple Criteria,49 J. TAx 42 (1978).
It is clear, however, that a sale-leaseback transaction will result in an includable capital
expenditure where the user purchases equipment that is ordinarily leased, sells it to an unrelated leasing company, and leases it back for use in its manufacturing facility which has
been financed with industrial development bonds. Rev. Rul. 79-248, 1979-34 I.R.B. 5.
220. 1955-2 C.B. 39. Revenue Ruling 55-540 provides, generally, that rental payments that
cover the normal purchase price of the property, a lease term that substantially covers the
useful life of the property, title passing to the lessee upon the payment of a stated amount of
rentals, a purchase option at the end of the lease term at a nominal price, and a portion of
the rental payments specifically designated as interest are all factors that would indicate a
sales agreement.
221, See, e.g., Letter Ruling 7925082 (Mar. 22, 1979), Letter Ruling 7925037 (Mar. 20,
1979) and Letter Ruling 7752023 (Sept. 28, 1977).
222. But see Rev. Rul. 77-353, 1977-2 C.B. 44 (no capital expenditures made in connection
with true lease of realty from lessor who had purchased property more than three years prior
to date of issue). Presumably, if the lessor had purchased the property within three years prior
to the date of issue, the purchase price would be considered a capital expenditure made by
any person with respect to the facility. See text accompanying notes 190-193 supra. See also
Letter Ruling 7925082 (Mar. 22, 1979).
223. Reg. §l.103-10(b)(2)(v)(a) and (b) provide as follows:
(a) If the assets of a corporation are acquired by another corporation in a transaction
to which section 381(a) (relating to carryovers in certain corporate acquisitions) applies,
the exchange of consideration by the acquiring corporation for such assets is not a section
103(c)(6)(D) capital expenditure by such acquiring corporation.
(b) However, if an exchange referred to in (A) of this subdivision occurs during the
6-year period begining 3 years before the date of issuance of an issue of obligations and
ending 3 years after such date, the transferor and transferee shall be treated as having
been related persons for the portion of such 6-year period preceding the date of the exchange for purposes of determining whether section 103(c)(6)(D) capital expenditures have
been made. For purposes of this subdivision (B), the date of an exchange to which section
381 applies shall be the date of distribution or transfer within the meaning of paragraph
(b) of §1.381(b)-l.
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curities in a transaction to which section 351(a) applies. 224 While the exchange
of consideration by the acquiring corporation for assets in a transaction to
which section 381(a) applies will not be considered an includable capital expenditure, the regulations require that the transferor and transferee be treated
as related persons retroactively to the first day of the relevant six-year period
for purposes of computing other includable capital expenditures with respect
to an issue of obligations if such exchange occurs during such six-year period. 225
The issuance of stock or securities in exchange for property in a transaction to
which section 351(a) applies is also not considered an includable capital expenditure. The transferor and transferee, however, are considered related persons retroactively, as discussed above, for purposes of computing other includable capital expenditures only if they are in fact related persons immediately following the transfer. There is one exception, however, in that the regulations provide that if section 351(a) transfers occur within the relevant six-year
period with respect to an issue of obligations, capital expenditures made by the
transferor with respect to the transferred property during this period shall be
treated as capital expenditures made by the transferee as if the transferor and
transferee had been related persons during such period. 226 The transactional
exemptions have been extended through rulings to include a stock-for-stock

224. Reg. §l.103-10(b)(2)(v)(c) and (d) provide as follows:
(c) If section 351(a) applies to a transfer of property to a corporation solely in exchange
for its stock or securities, the issuance of such stock or securities in such exchange is not a
section 103(c)(6)(D) capital expenditure by such corporation.
(d) However, if such a transfer referred to in (C)of this subdivision occurs during the
6-year period beginning 3 years before the date of issuance of an issue of obligations and
ending 3 years after such date, and if, with respect to the property transferred, expenditures made within such period would have been section 103(c)(6)(D) capital expenditures
if the transferor and transferee had been related persons for such period, then such expenditures shall be considered to be section 103(c)(6)(D) capital expenditures made by the
transferee. In addition, if a transferor and transferee are related persons immediately
following such transfer, such transferor and transferee shall also be treated as having been
related persons for the portion of such 6-year period preceding the date of such transfer.
225. Reg. §1.103-10(b)(2)(v)(b).
226. An illustration of the distinction between the two retroactive related person rules in
the case of a §351(a) transfer may be helpful in understanding the rules. Assume that
A, B, and C, three unrelated individuals each of whom owns a one-third tenancy in common
interest in a tract of land, transfer such property to Corporation X in exchange for all of the
stock of such corporation in a §351(a) transaction. A, B, and C each receive one-third
of the shares of Corporation X. Shortly after the transfer Corporation X finances the construction of a manufacturing plant on such property with industrial development bonds.
Neither A, B, nor C is a related person to Corporation X following the transfer, since none
holds more than fifty percent in value of outstanding stock of Corporation X, and capital
expenditures made by A, B, or C with respect to property, other than the transferred property, during the portion of the six-year period preceding the date of the transfer are not includable capital expenditures. Capital expenditures made by A, B, or C with respect to the
transferred property during the portion of the six-year period preceding the transfer will be
includable capital expenditures, however, since A, B, and C are each deemed to be related
persons with respect to Corporation X during such period with respect to the transferred
property.
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exchange pursuant to section 368(a)(1)(B) 22 7 and the contribution of property
to a partnership in exchange for a partnership interest in a transaction to which
228
section 721 applies.
Substantially All Requirement
The small issue exemption, like the exempt facilities exemption, imposes a
substantially all requirement.2 29 In general, substantially all the proceeds of a
one million or ten million dollar exempt small issue must be used to acquire,
construct, or improve land or depreciable property, or to redeem part or all of
a prior exempt small issue. The regulations state that the determination
whether substantially all of the proceeds of an issue of governmental obligations
are used in such manner is to be made consistently with the rules for exempt
facilities in section 1.103-8(a)(1)(i) of the regulations.230 Proceeds loaned to a
borrower for use as working capital or to finance inventory are not considered
as used in the manner required.231
The substantially all requirement has been relied upon by the Service to
prevent tax exempt refinancings under the small issue exemption.232 The Service has described three factual situations in Revenue Ruling 77-317233 which
227. Rev. Rul. 75-411, 1975-2 C.B. 41.
228. Rev. Rul. 77-146, 1977-1 C.B. 24.
229. I.R.C. §103(b)(6)(A).
230. Reg. §l.103-10(b)(1)(ii). See text accompanying notes 61-92 supra.
231. Id.
232. The Service has ruled privately in at least one instance that the proceeds of obligations which are not industrial development bonds cannot be used in a refinancing transaction.
Letter Ruling 7947084 (Aug. 24, 1979). This ruling is interesting since the refinancing prohibition originates in the substantially all requirement contained in the exempt facilities exemption and the small issue exemption, both of which relate only to industrial development
bonds. The obligations discussed in the ruling are not industrial development bonds. The
Service concludes that Rev. Rul. 63-20, pursuant to which the obligations were issued, contains an implied refinancing prohibition. This is an arbitrary conclusion since Rev. Rul. 63-20
governs only the requirements which must be satisfied for a nonprofit corporation to issue
obligations on behalf of a governmental unit. The nature of obligations issued by a 63-20
issuer is determined not by reference to the ruling, but rather by reference to §103.
233. 1977-2 C.B. 32. Situation one involved a proposed exempt small issue of bonds in the
amount of four million dollars to finance the acquisition of existing facilities from A, the
present owner and user of such facilities. The facility would be acquired by the issuer and
leased back to A under a lease arrangement providing A with a purchase option upon termination of the lease. A would be treated as the owner of the facility for tax purposes in accordance wth Rev. Rul. 68-590, 1968-2 C.B. 66. One million dollars of bond issue proceeds
would be used to retire an existing long-term indebtedness of A. Because the substance of the
transaction is to increase A's working capital, the proposed use of proceeds does not comply
with the substantially all requirement.
Situation two involved the same facts as situation one, except that the amount of the
issue was four million eight hundred thousand dollars, the facilities would be leased to B
who was unrelated to A, and eight hundred thousand dollars of bond issue proceeds would
be used to retire an existing indebtedness of B in that amount. If B were considered a related
person to A, not even the proceeds in the amount of four million dollars used to acquire land
and depreciable property will be considered used in the manner required by the regulations.
See Letter Ruling 7909018 (Nov. 28, 1978). Although proceeds in the amount of four million
dollars were used in the manner required by the regulations, proceeds in the amount of eight
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are considered refinancing transactions. The refinancing aspects of a transaction will be eliminated, however, if the ownership of the facility changes
hands, so long as the transfer of ownership from the existing owner is not to a
controlled or related entity.2 34 If the owner of a facility is willing to bring in
additional owners, tax exempt financing may be available to refinance existing
indebtedness with respect to a facility, and to cash out the owner's equity in a
facility.
Official Action Requirement
Neither the statute nor the regulations impose an official action requirement
with respect to the small issue exemption.23 5 However, the Service does require
compliance with the "spirit" of the timing requirements applicable in the case
of the exempt facilities exemption. 28 While this seems somewhat arbitrary in
view of the absence of an express requirement in the statute or regulations, the
statute and regulations impose a substantially all requirement. If as previously
discussed the official action requirement is a logical application of the sub2
stantially all requirement, the Service's position can be supported. 37
Loss of Tax Exemption
As a general proposition, the status of governmental obligations as tax
exempt is determined at the date of issue and cannot be affected by subsequent
events. 23 In the case of a ten million dollar exempt small issue, however, an
hundred thousand dollars were used to provide B with working capital and the substantially
all requirement was not met.
Situation three involves the same facts as situation two, except that separate bond issues in
the amounts of four million dollars and eight hundred thousand dollars will be issued under
separate indentures of trust. The proceeds of the former will be used to acquire facilities from
A and the proceeds of the latter will be used to retire the existing indebtedness of B. The four
million dollar issue, but not the eight hundred thousand dollar issue, will qualify as an exempt small issue since substantially all of the proceeds of such issue will be used to acquire
land or depreciable property.
234. The Service expressly states in situation two of Rev. Rul. 77-317, 1977-2 C.B. 32, that
B is unrelated to A before concluding that the transfer of ownership to B is not in connection
with a refinancing (except to the extent indebtedness of B is retired). A complete relinquishment of ownership, however, will not be required to avoid classification of the transaction as
a refinancing. The transfer must only be made to a transferee which is not a related person.
For example, the same result would be reached in situation three of the ruling if B were a

partnership or corporation in which A held fifty percent or less of the ownership interests.
See I.R.C. §§707(b) and 267(b).

235. For a discussion of the official action requirement applicable to the exempt facilities
exemption, see text accompanying notes 102-131 supra.
236. See Arkuss, supra note 117, at 104.
237. See text accompanying notes 115-118 supra.
238. Whether or not an obligation is an industrial development bond depends on how
proceeds will be used and payment of the bonds secured, determined as of the issuance date.
Whether or not an industrial development bond qualifies for an exemption depends on how
the proceeds of the issue will be used, determined as of the date of issue. Whether or not an
obligation is an arbitrage bond is determined on the basis of facts and circumstances existing

at the date of issue. Subsequent events may be viewed as having relevance to the original in-
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obligation which is tax exempt on the date of issue can become subsequently
taxable if the capital expenditures limitation is exceeded.23

9

The statute pro-

vides that in such case the loss of tax exemption with respect to interest on the
obligations shall commence on the date on which the disqualifying capital expenditure is paid or incurred. 240 The regulations require that the issuer file a
statement of includable capital expenditures with the small issue election, and
that each principal user file supplemental statements listing includable capital
expenditures with their income tax returns.2 4 1 Bond indentures frequently contain a provision requiring mandatory redemption of all obligations at a
premium if the obligations become taxable as a result of disqualifying capital
2

expenditures.

42

Regardless of the availability of an exemption, industrial development
bonds will not be considered tax exempt in the hands of a substantial user of
the facilities financed from the proceeds of such obligations or in the hands of
a related person to such substantial user.2 4 3 Generally speaking, a substantial

user of a facility includes any nonexempt person who regularly uses a part of
such facility in his trade or business.24 4 Unless the facility is acquired specifically
for a nonexempt person, such person is considered a substantial user of the
facility only if the gross revenue derived by such user with respect to such
facility is more than five percent of the total revenue derived by all users of
such facility; or if the amount of area of the facility occupied by such user is
45
more than five percent of the entire usable area of the facility.2

CONCLUSION

A more pronounced need for clearly articulated guidelines will emerge as
the use of tax exempt financing for private industry becomes more prevalent.
The published regulations and rulings interpreting section 103 have proven
helpful in the resolution of questions of interpretation, but some difficult
issues remain. While the Internal Revenue Service has for the most part acted
reasonably in construing the statute, it has taken positions, both in public and
private rulings, which appear to be logically inconsistent with the statute. It
is hoped that the Service will continue its efforts to resolve the difficult issues
and, where necessary, reconsider those interpretations which do not fit comfortably within the framework of the statute.
tent of
become
239.
during
mining
240.

the issuer. Such events do not, however, cause an otherwise tax exempt obligation to
taxable.
Capital expenditures paid or incurred with respect to subparagraph (e) facilities
the three-year period ending after the date of issue are taken into account in deterwhether the ten million dollar limitation has been exceeded.
I.R.C. §103(b)(6)(G). See also Reg. §I.103-10(b)(2)(i).

241. Reg. §l.103-10(b)(2)(vi).
242. For a discussion of other effects resulting from a loss of the tax exemption, see Wade,
supra note 190, at 1786.
243. I.R.C. §103(b)(8). Note that this rule applies not only to exempt small issues, but also
to exempt facilities issues and other issues exempt from industrial development bond treatment.
244. Reg. §1.103-11(b). See also Rev. Rul. 76-406, 1976-2 C.B. 30.
245. Id. See text accompanying notes 111-114 supra.
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ADDENDUM

Since the foregoing artidcle was written, there have occurred some significant
developments. While no attempt will be made to examine all of these developments, those which evidence some emerging trends warrant a brief examination.
This addendum is current through May, 1980.
Exempt FacilitiesExemption
The list of exempt activities permitted to be financed under section 103 was
expanded by Congress earlier this year. On April 2, 1980, President Carter
signed into law the Crude Oil Windfall Profit Tax Act of 1980, which contained provisions amending section 103 by broadening the definition of solid
waste disposal facilities to include certain steam-generating facilities and
alcohol-producing facilities, and by adding qualified hydroelectric generating
facilities to the list of activities which qualify for the exempt facilities exemption 2 46 Obligations issued to finance the costs of these facilities are required to
be in registered form and may not be guaranteed, either in whole or in part, by
the United States or any agency thereof under a program, a principal purpose
of which is to encourage the production or conservation of energy or with funds
provided under such a program of the United States, a state or a political subdivision of a state. 247 The amendments apply with respect to obligations issued
after October 18, 1979.
On the regulatory front, the Service has again interpreted the substantially
all requirement as prohibiting refinancing transactions. In Revenue Ruling
80-10,248 the Service ruled that the exempt facilities exemption was not available with respect to obligations one-third of the proceeds of which were to be
used to remove an existing lien against the property because substantially all
of the proceeds were not to be used to provide an exempt facility.2 49 This ruling
is consistent with the position taken by the Service in the past with respect to
both the exempt facilities exemption and small issue exemption.
The Service has also issued two important letter rulings further construing
the official action requirement. In Letter Ruling 8015124 (Jan. 18, 1980), the
Service considered the meaning of the language "commencement of construction" appearing in section 1.103-8(a)(5)(iii) of the regulations which imposes
the official action requirement. The Service acknowledged that no definition of
"commencement of construction" appears in section 1.103 of the regulations
and turned to the regulations under sections 167 and 1250 and to Senate Report
91-522, 91st Cong., 1st Sess. 227 (1969) for guidance. The Service concluded that
in general, "commencement of construction" means when actual physical work
on the facility has begun as distinguished from preliminary work, such as clearing the site, preparing engineering drawings, general grading of the site or
246. Pub. L. No. 96-223, §241 adding new subsection (g) and redesignating old subsection
(g) as (h), further redesignated as (i) by §244; §242 amending subsection (b) by adding new
paragraph (4)().
247. Pub. L. No. 96-223, §244 adding new subsection (h) and redesignating subsection (h)

as (i).
248.

1980-2 I.R.B. 6.

249. See generally text accompanying notes 81-83 supra.
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ordering raw materials. In addition, work of a significant nature on a major
component must have begun but a significant amount of work on the major
component need not have been completed. The Service concluded that even
though the contractor under the facts had commenced construction in error,
work on a major component had started (i.e., preparation for the foundation
of the facility) and such constituted the "commencement of construction." The
Service also noted, however, that the portion of the facility with respect to
which construction had commenced following the date of official action could
be financed with a tax exempt issue. 25 0 Based on this interpretation of the
meaning of "commencement of construction," the signing of a construction
contract prior to the adoption of official action may not of itself be a violation
251
of the timing requirements.
In the other ruling dealing with the official action requirement, Letter
Ruling 8016016 (Jan. 22, 1980), the Service considered a factual situation similar to that of Revenue Ruling 79-321. 2" The facts in the letter ruling differed
in that original use of the facility had commenced prior to the date of issue of
the obligations to be issued to provide the facility. Consequently, the timing requirements of subparagraph (iv) of section 1.103-8(a)(5) of the regulations were
in question instead of the timing requirements of subparagraph (iii) examined
in Revenue Ruling 79-321. 2 53 The Service concluded as in Revenue Ruling
79-321 that the timing requirements would be satisfied despite the commencement of construction prior to the taking of official action if bond proceeds were
to be used to finance only the costs of constructing the facility paid or incurred after the taking of official action.
The facts of this letter ruling also indicate that the acquisition costs of land
paid after the date of official action pursuant to a purchase option in a lease
entered into prior to the date of official action would not be paid from bond
issue proceeds except to the extent of the permitted ten percent insubstantial
portion, because the purchaser had used the land prior to the taking of official
action. Such limitation appears difficult to justify since it assumes that the
purchaser received payment for its leasehold interest from bond proceeds. The
refinancing limitation is violated only if the substantial user receives payment
from bond proceeds for its interest in the facility. Arguably, the interest referred to is that interest which causes one to be classified as a substantial user,
since the purpose of the regulation is to prevent refinancing of an interest in
the facility. It is more reasonable to conclude that the payment received by the
purchaser under the facts of the letter ruling related to the ownership interest
it acquired upon exercise of the option after the taking of official action. If the
lease had been a true lease, the purchaser should not be viewed as having obtained an ownership interest in the land until the option was exercised. If,
however, the lease was in reality a financing lease with a nominal purchase
option, the conclusion of the letter ruling would appear correct. On the other
250. See generally note 117 supra, and text accompanying notes 115-118 supra.
251. This represents a significant shift from the Service's previous position on this subject.
See notes 117 & 198 supra.
252. 1979-42 I.R.B. 8.
253. See generally text accompanying notes 115-118 supra.
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hand, if the acquisition presumably occurred prior to the taking of official
action, the fact that the letter ruling seems to sanction the financing of acquisidon costs to the extent of the ten percent insubstantial portion represents an
extension of the holding in Revenue Ruling 79-321. That ruling permits the
financing only of post-official action expenditures. The letter ruling, however,
appears to allow the financing of pre-official action expenditures to the extent
of the ten percent insubstantial portion. This provides support for the argument that the official action requirement is merely a logical extension of the
substantially all requirement.254
Small Issue Exemption
Several rulings have been issued by the Service relating to various of the
statutory requirements under the small issue exemption. Two of the most significant were letter rulings issued with respect to stock acquisition transactions.
As discussed in the article, the Service ruled in Letter Ruling 7939033 (June
28, 1979) that the purchase price of the controlling stock interest in a corporadon was a capital expenditure with respect to facilities.255 In an apparent
about-face, the Service ruled in Letter Ruling 8008136 (Nov. 20, 1979) that the
acquisition of stock by a corporation is not an includable capital expenditure
with respect to an exempt small issue of obligations issued to finance facilities
for the corporation whose stock was acquired. Under the facts the acquiring
corporation did not anticipate liquidating the acquired corporation. The Service reasoned that the acquisition of all the stock of the acquired corporation
was not, in form or substance, the acquisition of the acquired corporation's
assets and consequently the stock acquisition did not constitute a capital expenditure with respect to faCilities.256 Even more interesting than this reversal
of positions, however, was the Service's approval of a proposed corporate stock
acquisition with tax exempt financing.257 In Letter Ruling 8003074 (Oct. 25,
1979), the Service ruled that the proceeds of an exempt small issue of bonds
could be used to finance the costs of a corporation's acquisition of the stock in,
and subsequent liquidation of, another corporation. The Service reasoned that
the acquisition of stock was in substance the acquisition of the acquired corporation's underlying assets and that the stock acquisition and liquidation
should be viewed as a single transaction. The substantially all test was considered satisfied because proceeds of the bond issue to be used to purchase the
acquired corporation's stock equalled the portion of the stock purchase price
allocable to tangible assets and land held by the acquired corporation. No
proceeds of the bond issue were to be used to pay that portion of the stock
purchase price allocable to inventory, cash or goodwill of the acquired corporation.
Several other rulings issued by the Service have dealt with the determination of includable capital expenditures. In two letter rulings the Service focused
254.
255.
256.
257.

See text accompanying notes 115-118 supra.
See note 199 supra.
See generally text accompanying notes 199-202 supra.
See generally note 202 supra.
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on the question whether certain capital expenditures had been paid or incurred
with respect to facilities. In Letter Ruling 8008182 (Nov. 30, 1979), the Service
ruled that the cost of computer equipment purchased by a parent corporation
for lease to nonrelated persons in unrelated facilities located in a city constituted includable capital expenditures with respect to an exempt small issue
of obligations issued to finance the costs of a facility to be located in the same
city, the principal user of which would be a corporate subsidiary of the parent.
The Service concluded that the computer equipment constituted facilities
within the meaning of the statute. 258 In Letter Ruling 8015024 (Jan. 18, 1980),
however, the Service ruled that amounts paid for the acquisition of current
assets of a company, including cash, accounts receivable, intracompany receivables, inventories and prepaid expenses, were not includable capital expenditures with respect to an exempt small issue of obligations issued to
finance the costs of acquiring land and depreciable property owned by the
company, and that amounts paid for the acquisition of the stock of foreign subsidiaries and foreign license agreements and related patents were capital expenditures made with respect to facilities located outside the jurisdiction in
which the selling corporation's assets were located.2s 9 Apparently the Service
viewed only the second group of assets as facilities, but concluded they60were not
2
facilities located in the same jurisdiction as the other assets acquired.
The Service has concluded in two other recent rulings that capital expenditures made with respect to facilities were not includable capital expenditures
because the facilities did not meet the jurisdictional test. In Revenue Ruling
80-12, 261 the Service ruled that overhauling expenditures incurred at the company's maintenance and service center with respect to tractors and trailers not
assigned to or based at the service center would not be considered includable
capital expenditures with respect to the bonds issued to finance the costs of
constructing such service center.2 62 In the other ruling, Letter Ruling 8003120
(Oct. 29, 1979), the Service considered a factual situation involving two separate
exempt small issues being issued to finance two facilities for the same principal
user, Facility A located in an incorporated municipality and Facility B located
in an unincorporated area of the county. The Service concluded that in the
event the municipality were to annex the unincorporated area of the county on
which Facility B was located, capital expenditures paid or incurred subsequent
to such annexation with respect to facilities located in the city, other than
Facility B, would not count against the ten million dollar limit applicable to
the bonds issued to finance the costs of Facility B. With respect to the effect of
such annexation on the bonds issued to finance the costs of Facility A, the Serv258. See generally text accompanying notes 146-147 supra.
259. See generally text accompanying notes 199-202 supra. It is questionable whether payments made with respect to stock should be considered capital expenditures with respect to
facilities in light of Letter Ruling 8008136 (Nov. 20, 1979). See generally text accompanying
notes 255-256 supra.
260. Includable capital expenditures for purposes of the small issue exemption include
only those made with respect to facilities which are located in the same jurisdiction. For a
discussion of the jurisdictional test, see generally text accompanying notes 145-160 supra.
261. 1980-2 I.R.B. 8.
262. See generally text accompanying notes 159-160 supra.
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ice held that none of the capital expenditures paid or incurred with respect to
Facility B and financed from the proceeds of the bonds issued for Facility B,
including a prior exempt small issue, and no portion of the outstanding face
amount of such prior exempt small issue would count against the ten million
dollar limit applicable to the bonds issued to finance the costs of Facility A.263
In order for an includable capital expenditure to exist, there must, be a
determination that a capital expenditure has been paid or incurred. The Service
has issued a recent ruling dealing with the question of when a capital expenditure will be deemed to have been paid or incurred. In Letter Ruling 8017062
(Jan. 30, 1980), the Service ruled that a corporation had not made capital expenditures with respect to an exempt small issue of obligations where the corporation, which had originally intended to purchase equipment and had made
downpayments and deposits to vendors for such equipment, decided to lease
the equipment instead and was refunded its downpayments and deposits. Under
the facts of this ruling, the goods were never identified to the sale contracts and
the corporation never actually acquired or took delivery of the goods prior to
264
the termination of such contracts.
Includable capital expenditures arise only when capital expenditures have
been made with respect to facilities which meet the jurisdictional test and the
principal user test. Two new rulings dealing with the determination of principal user status have been issued. One appears to add a new factor to that
determination and the other appears to ignore all the previously announced
factors. In Letter Ruling 8012065 (Dec. 27, 1979), the Service, in response to a
request for supplemental rulings or explanations concerning various issues
raised in a prior ruling letter, stated with respect to the determination of
principal user status that for ruling purposes the Service will generally treat a
nonexempt person as a principal user of a facility if it occupies more than ten
percent of the space of the facility or receives more than ten percent of its
revenues.2 5 The reference to the percentage of revenues received from the
facility has not appeared in prior rulings dealing with the determination of
principaluser status, but has been a factor in the determination of substantial
user status in section 1.103-11(b) of the regulations.
Despite adding a new factor to the determination of principal user status as
aforesaid, the Service apparently ignored this and all previously announced
factors in a letter ruling issued the following day. In Letter Ruling 8012090
(Dec. 28, 1979), the Service considered a factual situation involving the issuance
by an Authority of an exempt small issue of obligations to finance the costs of
acquiring coal cars for lease or acquisition by private investors and subsequent
lease to a District. The coal cars were to be used to haul coal across railroad
lines owned and maintained by the District, the private railroad companies
furnishing locomotives to haul the coal cars or by an unrelated electric power
company. The Service concluded that the coal cars constituted facilities and
that only the private investors were principal users of the coal cars. Consequently, capital expenditures by the District and private railroad companies
263. See generally text accompanying notes 140-228 supra.
264. See generally text accompanying notes 194-198 supra.
265. See generally note 163 supra.
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with respect to other facilities in the same jurisdiction were not considered
includable capital expenditures. The Service also held that the private investors were not principal users of the railroad lines. There is no discussion in
the letter ruling concerning the percentage of use of the railroad lines attributable to the bond-financed coal cars. The conclusion that the owners of the coal
cars would not be principal users was reached on the grounds that the railroad
lines would not be owned by the principal user or owner of the coal cars and
that the railroad lines would be available for public use.
This result is difficult to explain in view of the Service's repeated application of the use or occupancy percentage as the relevant test in other circumstances. In addition, the Service concluded that any additional coal cars to be
acquired would not be considered part of the bond-financed coal cars (i.e., they
would constitute a separate facility). The Service reasoned that the prohibition
of Revenue Ruling 77-28 1266 was not applicable because the bond-financed cars
had a substantial connection with the Authority.267
The Service has also issued two significant rulings relating to application of
the official action or timing requirements to exempt small issues of obligations.
In Letter Ruling 8016063 (Jan. 24, 1980), the Service applied the rationale reflected in Revenue Ruling 79-321266 to an exempt small issue of obligations.
The Service concluded that an exempt small issue of obligations could be
issued to finance the costs of construction paid or incurred after the taking of
official action, provided that at least 90 percent of the proceeds would be used
to acquire depreciable property and no portion of the proceeds would be used
to reimburse the company for costs paid or incurred by it prior to the taking of
official action.26 9 In the other ruling, Letter Ruling 8017067 (Jan. 30, 1980), the
Service ruled that where a company had paid or incurred more than 50 percent
of the cost of the first stage of expansion of a facility before the issuer took
official action, the remaining portion of the facility with respect to which costs
were paid or incurred after the taking of official action constituted a facility
which could be provided with tax exempt bonds27
Finally, with respect to the determination of substantial user status, the
Service has issued a significant letter ruling. In Letter Ruling 8003059 (Oct.
24, 1979), the Service ruled that members of a nonprofit society of certified
public accountants would not be considered substantial users of a building
financed from the proceeds of an exempt small issue of obligations, which was
to be used generally to promote the common professional interests of its members. The Service concluded that the members would not receive a significant
commercial or economic benefit from the operation of the building in their
trades or businesses as accountants. 271 Since this ruling makes no reference to
the mechanical percentage tests contained in section 1.103-11(b) of the regulations, it would appear that the ruling is based on the lack of a connection be266.
267.
268.
269.
270.
271.

1977-2 C.B. 31.
See generally note 160 supra.
1979-42 I.R.B. 8.
See generally text accompanying notes 252-254 supra.
Id.
See generally text accompanying notes 243-245 supra.
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tween use or occupancy of the building and the trade or business of any member. There may occur circumstances in which a nonexempt person will meet the
percentage tests contained in section 1.103-11(b) of the regulations, but not use
the facility in its trade or business. This ruling supports the conclusion that
such a user should not be considered a substantial user.
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